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integrity, honor and character among certified public ac- 
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to other persons interested therein, and to the general 
public, to protect the interest of its members and of the 
general public with respect to the practice of account- 
ancy; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to 
accountancy and the practice and methods thereof; to 
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of accountants, both within and without the United States 
of America; to establish and maintain a library, and read- 
ing rooms, meeting rooms and social rooms for the use 
of its members; to promote social intercourse among its 
own members and between its own members and the 
members of other organizations of accountants and other 
persons interested in accountancy or related subjects, 
and to do any and all things which shall be lawful and 
appropriate in furtherance of any of the purposes here- 
inbefore expressed.” 
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Type Your Multi-Copy Forms | 


...Get 500 to 1500 sets | 


from one loading of 
carbon paper...with the 


ioe production-line speed and economy 
to all of your multi-copy forms... right 
in your own office ... with the new Underwood 
All Electric Fanfold Writing Machine. 

You’ll find this modern machine saves you 
time and money all along the line. 

First. it eliminates non-productive operations. 
One loading of Continuous Multi-Copy Forms 
and Continuous Carbon Paper in rolls or long 
sheets lasts for many days. The forms and 
carbon paper, in perfect alignment, are always 
in the machine ready for instant use, thus mak- 
ing possible uninterrupted typing without the 
usual non-productive operations required when 
using loose forms. 

Next, substantial savings in the consumption 
and cost of carbon paper are effected. The car- 
bon paper, either in long sheets or in rolls, is 
used again and again for many sets of forms 
until it has served its full utility. Thus, carbon 
paper costs are frequently cut in half. 

Finally, the new Underwood All Electric 
Fanfold Writing Machine has been especially 
designed for multi-copy work. It incorporates 
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nowned ALL ELECTRIC KEYBOARD. 

Just ask your nearest Underwood representa- 
tive to prove how this machine will pay for 
itself in a matter of months. Or, write for com- 
plete descriptive folder today! 
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Are you docked by Knotty records 


Donald Dock, here, is a comptroller. 
The hard-working kind. Strains all day. 
But he spends precious time trying to 
get hold of accurate P and L state- 
ments, cost-accounting figures, and the 
rest. There’s not much time left for 
analysis and interpretation. 

‘ Marginally punched Keysort cards, 
so easy to key and sort, would make 
Donald’s office ship-shape. They’d 
straighten out the figures, get out ac- 
curate reports on the double. And so 
inexpensively! 

i With McBee Keysort, heaps of ledg- 
ers, files and figures dissolve into swiftly 
flowing streams of easy-to-get-at infor- 
mation. And orders, invoices, clock 
cards and job tickets escape the hazards 
of copying and recopying because mar- 
ginally punched Keysort cards become 
the original records. They can be keyed 
and sorted in minutes instead of hours. 


- 
MoBee 


When writing to advertisers kindly mention Tue New York Certiriep Peri 


Without skilled help, without expen- 
sive equipment, Keysort keeps at your 
fingertips all facts about your business 
... fast and fresh and economically. 

There’s a McBee man near you. Ask 
him to drop in. Or write us. 


Keysort is based on a card with coded holes 
punched near the edges. When notched, they 
make the card mechanically articulate. Quan- 
tities of data can be classified, filed, found, 
and used ... quickly. 
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BUSINESS AND PERSONNEL OPPORTUNITIES 


Help Wanted: 20¢ a word, minimum $5.00. 
Situations Wanted: 10¢ a word, minimum $2.00. 


Business Opportunities: 15¢ a word, minimum $3.00. 


Box number, if used, counts as three words. 


Closing Date—15th of month preceding date of publication. 


BUSINESS OPPORTUNITIES 


Opportunity for Office Equipment 
Salesmen 


Connection wanted with persons able to rec- 
ommend and promote world famous Swedish 
Calculators and Adding Machines. Superior 
workmanship and engineering. Available 
from stock. Write for details. Room 501, 
210 Fifth Avenue, New York 10, N. Y. 


Young C.P.A., member of New York State 
Society and American Institute of Account- 
ants, desires to purchase accounting practice 
grossing over $5,000 per annum, in New York 


or New Jersey. Box 144, New York C.P.A. 


Office Wanted 


Society member desires desk room or office 
with C.P.A. firm, some typewriting service. 
Available time in busy period, ete. Box 142, 
New York C.P.A. 


SITUATIONS WANTED 
C.P.A., member of Society and NACA, 40 


years old, 20 years’ experience in public and 
private accounting, (10 years senior) in 
U.S.A. and foreign countries, desires part or 
full time connection with accounting or other 
firm. Extensive business experience. Box 146, 
New York C.P.A. 


C.P.A., fifteen years’ diversified experience 
with small and medium-sized clients. Avail- 
able about ten days monthly to over-burdened 
practitioner. Objective is eventual partnership 
by contribution of capital and modest practice. 
Box 149, New York C.P.A. 


Accountant—8 years’ 
Diversifie i public experience, audits, reports, 
investigations, ete., extensive tax research, 
desires position with firm utilizing back- 


ground. Box 148, New York C.P.A. 


C.P.A., Society member, 8 years’ diversified, 


- heavy, responsible public experience. Person- 
able, capable, resourceful. Seeks progressive ! 
Mail and Telephone Service: Desk provided organization which can use a good worker. i 
for interviewing. $5.00 per month. Directory Box 145. New York C.P.A. I 
Listing. Modern Business Service, 505 Fifth 
C.P.A., 29, Society member, desires responsi- 
ble position as controller, office manager. 
Private room available in accounting suite in- | Eight years widely diversified public experi- 
cluding telephone, secretarial, and tax sery- ence. Willing to relocate. Box 150, New 
ices. Call HAnover 2-8263. York C.P.A. if 
le 
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SITUATIONS WANTED 


Tax Consultant—Attorney 


Specialist, experienced in every phase of tax plan- 


ning; highly successful 


in intricate tax cases and 721, 722 


Interested in working 
Box 143, New York C.P.A. 


ants. 


HELP WANTED 


Experienced man for C.P.A. office, five day week, 


location Suffolk County. 


record on protests and briefs 
relief claims. 


arrangement with account- 


State qualifications and 


| Certified 


Accountant 


ROBERT HALF 


personnel agencies 


new york office 
140 w. 42nd st. ny. 18 
longacre 4-3834 


queens office 
25-15 bridge plazan. 
stillwell 6-5707 


salary desired. Excellent future. Box 147, New 
York C.P.A. 
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You Don’t Have To Be BIG 
To Benefit From 
STATISTICAL’s 
Tabulating Facilities 


No matter what your fact-and-figure 
requirements may be, STATISTICAL 
offers the mechanical equipment and personnel to solve your 
problems quickly, accurately and economically. 

This tabulating service is so flexible that it can be adapted 
to your individual needs, whether you have your own tabulating 
department or not—whether you need help regularly or only 
on an emergency basis. You'll be money ahead to call on 
STATISTICAL. 

Remember, STATISTICAL operates the largest inde- 
pendent’ punched-card tabulating service in the country, 
manned by people with the skill and experience to do any 
tabulating job, small or large. 

Just phone WHitehall 3-8383 for complete details on 
STATISTICAL’s Tabulating, Calculating, Typing and Market 
Research Tabulation services. 
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Matic Cartridge with Exacto-Timer has no equal in ease F d | T 

and speed of handling ... and there are no supply costs e era axes 

because you re-use cartridge more than 100,000 times! 
Push Button Controls—So easy to use, any typist can S 

operate the Peirce. The perfect fidelity of wire recording states rusts ] ts 

plus automatic back-spacing, ‘‘feather-touch” foot con- 7 

trols and other exclusive features give you 100% error 


free dictation in 25% less time. Order today prom: 


With the Peirce, Your Initial Cost Is Your Final Cost 


Phone or write for free demonstration 


J. J. CONNOLLY, INC. 


460 10th Avenue New York 18, N. Y. 
CHickering 4-5000 
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Accountants in the Corporate Field 


5 WORKING TOOLS FOR YEAR-ROUND REFERENCE 


Corporation 


Accounting 


By WILLIAM T. SUNLEY, CPA, and 
WILLIAM J. CARTER, CPA. A specifie 


working manual which provides a full, concise 
treatment of the unusual phases of each corpor- 
ate accounting problem the practitioner is likely 
to meet. The book analyzes the nature of each 
transaction—applies sound accounting principles 
to expression of the transaction in the records— 
and illustrates with examples from current 
accepted practice. Emphasis is placed on legal 
considerations of capital structure. Covers 
quasi-reorganizations ; unamortized discount and 
redemption premium on refunded bond issues; 
revaluation surplus; balance sheet treatment of 
bond discount, paid-in surplus—many other 
specialized problems. In situations where law 
and accounting are intermeshed it offers a meth- 
od consistent with present statutes to arrive at 
sound, logical conclusions. Revised Edition. 
18-page Index. 


Complete, authoritative 


guidebook... 


$5.00 


543 pp. 


Accounting 
Systems 


—Design and Installation 
By J. BROOKS HECKERT, CPA. This book gives you quick 


help in designing, installing or improving accounting systems— 
saves you hours of time and hard ‘‘spade work.’’ Guides you step- 
by-step through the entire process of building systems for any size 
or kind of business. Shows how to efficiently analyze systems; 
determine what data and statistics are needed; how to design and 
improve records and procedures. Includes: Design of Reports; 
Ledgers; Working Papers; Mechanical Equipment; Organization; 
Special Problems; ete. Thoroughly illustrated. 514 pages. $5.00 


How fo improve clients’ 
accounting structure... 


Accountants’ Make your reports 


one say what you mean... 
Writing 
By JOHN MANTLE CLAPP. contains valuable measurements 


and tests for accountants to use in gauging effectiveness of their 
writing to laymen on technical matters. Explains how to state your 
thoughts plainly, simply, with mental 
honesty and regard for the facts. Gives at- 
tention to language and expression among 
people concerned. Includes many examples 
from actual letters, memoranda and reports 


by representative accounting firms. By il- 
lustrating both merits and defects in speci- 
men reports, this constantly useful book 


shows how to handle language to achieve 
maximum clarity, effectiveness and under- 


standing. 216 pages. $3.50 


THE RONALD PRESS COMPANY 


New York 10 


Fifteen East Twenty-Sixth Street - 
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Extremely practical aid... 


Internal Auditing 


By VICTOR Zz BRINK, CPA. Places a 
highly useful fund of detailed information at the 
disposal of every accountant called upon to 
evaluate effectiveness of clients’ internal audit 
program. Based on factual findings, the book 
represents the author’s own experience and first- 
hand investigations of the practice of many 
corporations. Covers both the immediate and 
ultimate aspects of internal check. Brings into 
focus the growing reliance by business execu- 
tives on internal auditing; stresses the value of 
its help to public accountants. 549 pages. $5.00 


For better client counsel... 


Corporate 
Reorganizations 


—Their Federal Tax Status 
By ROBERT S. HOLZMAN. A timely 


treatment of reorganization problems under the 
tax laws, prepared by the Tax Administrator of 
Schenley Distillers Corporation. Shows how re- 
organization may be a desirable move when 
economic events, legislative changes, court de- 
cisions, or other developments have created 
adverse effects or indicated more favorable 
opportunities. Clarifies the whole reorganization 
section of the law. Tells what reorganization is 
under present theory and practice—what the 
courts will and will not sanction—what the 
taxpayer must do before and after reorganiza- 
tion. Cross-reference Index. 411 pages. $7.50 


— DAY EXAMINATION 


THE RONALD PRESS COMPANY } 
15 E. 26th St., New York 10 ) 
SEND ME, for personal examination, the 
book(s) checked below. In 5 days I will 
either remit price indicated, plus delivery, or 
( return book(s) without further obligation. 


(0 Corporation Accounting, Sunley-Carter..... 5.00 
(0 Accounting Systems, Heckert............. 5.00 
(1 Accountants’ Writing, 3.50 

( Internal Auditing, Brink. 5.00 ) 

( (0 Corporate Reorganizations, Holzman....... 7.50 ) 
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§ that often pay for the installation the first year 
+ —thanks to National’s exclusive combination of 
advantages. 


a* Concerns of every size and type report savings 


National Mechanized Accounting saves writing 
qv thousands of figures-- on some jobs two-thirds oe 
av? of the posting is done automatically. It saves ve 

g® money, time, and stationery. Speeds collections. ao 

Avoids peak loads and overtime. Prevents 

errors, and builds good will. Working conditions 

are improved and clerical costs reduced. 


Your local National represen- 
Liat trom vaur tative —a systems analyst — 
representative. Or, write to will gladly show you what you 
Company at Dayton 9, Ohio. can save. 


ACCOUNTING MACHINES 
CASH REGISTERS * ADDING MACHINES 


THE NATIONAL CASH REGISTER COMPANY |_. 
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Last-In, First-Out, or Lito Method of 
Inventory Determination with Especial 
Reference to Retailers 


By Hermon F. BE C.P.A. 


I. Historical Background 


By the Revenue Act of 1938, Sec- 
tion 22 of the Internal Revenue Code 
was amended to permit taxpayers to 
elect, after December 31, 1938, the use 
of the lifo method, as to raw materials, 
to processors of certain non-ferrous 
metals and to tanners. 

The Revenue Act of 1939, Section 
219 of the Internal Revenue Code, ex- 
tended the right to elect the lifo method 
to all taxpayers, subject to certain spe- 
cified conditions. 

In line with the Revenue Act of 
1939, many retailers adopted the elec- 
tive method for fiscal years beginning 
in 1941. Retailers so electing chose to 


Hermon F. Bett, C.P.A. (New 
York, Pennsylvania, Illinois and 
Michigan), of Lybrand, Ross Bros. 
& Montgomery, C.P.A’s., has been 
a member of the Society since 1911. 
He is the author of Retail Merchan- 
dise Accounting (1936). 

This paper was presented at a 
technical meeting of the Society held 
on May 19, 1949, at the Engineering 
Societies’ Building, under the aus- 
pices of the Committee on Retail 
Accounting. Mr. Bell is a member 
of that committee. 
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apply index numbers to departmental 
dollar amounts in making lifo compu- 
tations. The index numbers may have 
been individually prepared ; but in most 
cases, those prepared by the National 
Industrial Conference Board were 
used. The Treasury Department's at- 
titude was to refuse approval of the 
application of price indices in lifo com- 
putations, holding that lifo required in- 
ventorying by specific items. As a re- 
sult of the Treasury’s attitude retailers 
found themselves in one of the follow- 
ing categories: first, those who adopted 
the elective method and stood fast in 
it; second, those who adopted the 
elective method but were discouraged 
by the Treasury’s attitude and discon- 
tinued its use; third, those who were 
discouraged from venturing on the lifo 
procedure at all. 


Taxpayers in the first category pur- 
sued their rights by way of the test 
case of Hutsler Brothers Company, 8 
T. C. 14. The decision promulgated 
January 14, 1947, was favorable to the 
petitioner. In essence it affirmed the 
right of stores using the retail method 
to use the elective method with applica- 
tion of index numbers to departmental 
totals of dollar amounts of retail priced 
inventories. The index numbers to be 
approved for lifo calculations and some 
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other details in applying lifo were not 
decided by the Tax Court, but were 
left to ruling of the Commissioner. 

Subsequently, T. D. 5605 (March 4, 
1948) was approved amending Regula- 
tions 103 and 111. Mimeograph 6244 
(March 9, 1948) “spells out the per- 
mission given to taxpayers using the 
retail method to use the elective method 
of last-in, first-out”. I. T. 3904 (April 
1948) supplies “price indices and data 
published by the Bureau of Labor 
Statistics” as accepted by the Bureau 
of Internal Revenue. 


II. Computation of Lifo 
Inventories 


Last-in, first-out computations, as 
the name implies, require that in case 
of inventory liquidations, the last units 
and the cost thereof be eliminated from 
previous year’s lifo cost to arrive at 
current year’s lifo cost. Where current, 
as compared with previous year’s in- 
ventory, shows additional units, the in- 
crement is priced at current cost and 
added to previous year’s lifo inventory 
to arrive at the current vear’s lifo in- 
ventory. 

Many 


+1 
tiose 


people believe that 
using the lifo method claim that their 
physical stock is depleted in the order 
of last-in, first-out. On the cor 
using the e 


tail merchants t 

method claim that the order of sale of 
stock has rio relation to lifo, but that 
lifo prices inventories for all units of 
the previous year which were sold and 
luring the vear at their orig- 

han at current cost. 

Retail in connection with 
their retail method of inventory deter- 
mination, use index numbers against 
dollar amounts of retail priced inven- 
lieu of units of inventory at 
their respective prices. By comparing 
the departmental inventories for all 
are put on a compara- 
be determined whether 
ar’s inventory has in- 
mpared with any previous 
year. To put inventories on a compar- 
, yearly inventories should be 


stores, 


divided by that year’s index number. 
Then where the current inventory at 
base year’s prices shows an increase 
over the previous year’s inventory at 
base year’s prices, the increment should 
be priced at current prices and added 
to last year’s lifo inventory. To com- 
pute the increment at current prices, 
multiply the retail priced increment at 
base prices by the current index. The 
increment at current retail prices is then 
reduced to cost by multiplying by the 
current complement of net markon per 
cent. This increment, at cost under 
the lifo method, is then added to the 
previous year’s lifo inventory and the 
result is the current inventory at cost 
on lifo basis. 

If the current inventory (1949), at 
base vear’s prices, is less than 1948, at 
base year’s prices, but greater than 
1947 at base vear’s prices, the incre- 
ment is said to be a 1948 laver at base 
year’s prices. This increment at base 
retail prices can be converted to 1948 
prices by multiplying by the 1948 in- 
dex number and by reducing the seg- 
ment to cost using the 1948 cost multi- 
plier. This cost lifo increment is then 
added to the 1947 lifo inventory to ar- 
rive at the current lifo inventory. 

If the current inventory, after re- 
flecting index fluctuations, is less than 
1948 and 1947, but greater than 1946, 
then similar procedure should be fol- 
lowed. However, if the current inven- 
tory at retail after reflecting index 
fluctuation is less than all prior year 
inventories, including the base vear, 
then the current retail inventory at base 
vear’s prices is merely multiplied by the 
base year’s cost multiplier to arrive at 
the current vear’s lifo inventory 

srief consideration is now turned to- 
wards.elements affecting lifo computa- 
tions and the resultant increase or de- 
crease in inventories and gross profit, 
as compared with inventories at cost as 
computed under the retail method. 


of inventories at retail, cost multipliers, 
including effects of mark-downs, and 
unearned discount percentages, all af- 
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fect the final result. Cost multipliers 
and unearned discount percentages, or- 
dinarily show relatively small varia- 
tions from year to year. Therefore, the 
applications of these percentages 
against layers rather than total inven- 
tories, as under the retail method, pro- 
duce relatively minor changes. Changes 
in index numbers, comparative size of 
inventories, and occasionally mark- 
downs, are likely to be the more im- 
portant items which are reflected in 
or affect inventory reduction (lifo com- 
pared with retail method). 


Three elements, namely, changes in 
index numbers, amounts of inventories 
and markdowns are the most impor- 
tant factors affecting departmental in- 
ventories and departmental gross prof- 
its (where lifo cost is compared with 
retail method cost). The following 
comments are made as to the general 
effects of material changes, on the 
premise that in each case all other ele- 
ments remain unchanged between cur- 
rent and prior years when the specific 
element varies. 

(1) Increase in index numbers re- 
sults in increasing the amount of re- 
duction of inventory at lifo cost due to 
a greater reduction of inventory from 
current retail cost to base year prices, 
thus increasing current cost of sales 
and reducing gross profit. Conversely, 
a decrease in index numbers will de- 
crease current cost of sales and increase 
gross profit. 

(2) Where current inventory at re- 
tail, at base year prices, increases, the 
lifo inventory reduction will remain 
unchanged. This is due to the fact 
that when the inventory is stated at 
base year prices, the portion to which 
lito is applicable remains unchanged 
and the increase over the prior year’s 
inventory at base year prices must be 
stated at current cost. Where current 
inventory at retail shows a decrease as 
compared with prior vear or years, at 
base year prices, the lifo inventory re- 
duction wil! decrease to the extent of 
the relation of current cost to the 
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amount of the lifo cost layer or layers 
eliminated. 

(3) Markdowns, one of the ele- 
ments used in arriving at net mark-on 
percentage, are used for lifo and not 
used for retail method computations. 
They tend to increase the lifo inventory 
as compared with the cost inventory 
under the retail method, and as a re- 
sult to decrease the lifo inventory re- 
duction. The larger the size of de- 
partmental inventory, and the applica- 
tion thereto of markdowns, the smaller, 
relatively, the lifo inventory reduction, 
and conversely, 

During any year, the elements previ- 
ously referred to (index numbers, in- 
ventory size, and markdowns) will col- 
lectively affect the lifo inventory incre- 
ment and the resultant effect on inven- 
tory reduction will be the net effect of 
these elements. 


III. Sundry Procedural Problems 
in Lifo Computations 


(a) Purchase Discounts: Retailers 
for the most part keep their statistical 
records on the basis of purchases at in- 
voice cost, that is, before deduction of 
discounts. Discounts applicable to in- 
ventories at year end, namely, dis- 
counts which are unearned at that date, 
are netted against departmental inven- 
tories for purposes of financial state- 
ments. Procedure varies in computing 
discounts. Some stores determine the 
discount rates by departments and 
others on a store-wide basis. Proce- 
dure used by a specific store under the 
retail method should also be used in 
determining inventory on lifo basis. If 
a store has both purchase and added 
discounts under the retail method, like 
procedure should be followed on the 
lifo basis. 

Under the lifo method, theoretically, 
the current inventory is segregated into 
constituent layers and the discount 
rates applicable should be applied to 
the appropriate layers. Consequently, 
if an inventory is made up of say, a 
1941, 1943 and 1948 segment, the un- 
earned discount percentage for each of 
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should be applied sepa- 

respective segment. 

the discount rate varies 
year on a store- 


those years 
rately to the 

Sometimes 
so Si from year to 
basis that it seems over-technical 
application by layers. This 


done, if necessary, although 


to make 
could be 


considerable work is involved in total- 
ling departmental layers year by year. 


Where a store determines discounts 
departmentally the unearned discounts 
for yin ry at on lifo basis are 
to be obtained di ‘partment ally by apply- 
ing the departmental unearned discount 
I for the under review, 
say, ae ex: -_ the vear ended Jan- 
uary 31, 1944, to departmental costs of 


cost 


‘rcentages vear 


increments for the vear, and then add- 
ing thereto the accumulated discounts, 
also on a artmental basis, appli- 
cable to brought for- 
ward fro m the previous vear. This 
presupposes a situation where the Jan- 


uary 31, 1944, departmental inventories 


after giving 68 ct to index fluctuations 
are greater - than those of the preceding 
vear, 

For - those where there 

liqui lab for the vear, the per- 

centage of nia dt scount for the 
latest lavet "still remaining in the in- 
ventory is applied to that laver of the 
nventory at cost on a lifo basis and 
ulded inearned discounts brought 
forward from earlier lavers 


of Handling Depart- 


ents Sp sa hmed: Treasury 
regulations are silent with respect to 
departments sp combined, 

Where adepartinents are split, one 
nethed is to continue to treat the de- 
partments as one even after the split 

\ h it l is to ascertain the 
perce ies that the inventories of the 

‘ ] 
WwW artinie Ss beat » tota 
] 
nal departmen 
la spl apply said percent 
| | 

res ely. 

combined present a 
more ted pr n. One met 
lu s based upon. the 
theory that a lifo inventorv as of an 
date is comprised of layers of p 
5 /) 


chases; and that 


the 


by together 


adding 
inventory increments at retail base 
year prices, for the years prior to that 
within which the departments are com- 
bined, the respective yearly inventories 


be recom- 
to the so- 


at retail base 
puted. Some 
called “‘be 
other 
the years 


prices may 
stores adhere 
ginning-of-lifo” basis. In 
words, an attempt is made, in 
after the departments are 
combined, to split the departments in 
the same ratios as the departmental 
inventories at the end of the base vear. 

Adequate discussion of procedures 
with respect to departments combined, 
with illustrations, would require more 
space than 1s available. 

Index Nuimbers and Their Use: 

Bureau Labor Statistics in- 
as issued in March 1948, were 
grouped into nine classifications. A 
tenth group has been added in Septem- 
ber 1948, applicable first as at July 
1948. These classifications are corre- 
lated with a list of Controllers’ Con- 
departments so that it can be 
as readi which of the index 
to be used any 
specific department. 

For departments not falling into any 
one of the mentioned, 
indices are used. Three of such 
indices are given; the 
applicable is to be used in any 


The 


dices, 


ot 


gress 


classifications is for 


groups store- 
wide 
store-wide 
which 1s 


specific case. These three groups are: 
(1) for stores carrying both hard lines 


and soft lines; (2) for stores carrving 
soft lines only; (3) for stores carrying 
hard lines only, These sti 


ire-wide in- 
dices are composites of the group 1 
dices falling therein. 


(ad) Cost Inventorics: The Hutzler 


Brothers Company decision relates spe- 
cifically to retailers using the so-called 
il method. The question at once 
what about retailers who do 

not operate under the retail method: 
It may be, for example, that some re- 
tailers have their departmental inven 
tories on a cost basis. If cost has been 
reduced to reflect mark-downs or for 
dey ition in market, such deductions 
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arrive at cost. While this question has 
not been adjudicated, and the Treas- 
ury has not issued applicable wholesale 
price indices, there seems to be con- 
siderable to be said in favor of applica- 
tion of price indices to cost. 

(e) Application of Index Numbers 
to Departients Covering More than 
One Location: A company operating in 
more than one location must determine 
whether lifo computations should be 
worked out separately or on a combined 
basis. Decision will depend to some ex- 
tent on the manner in which these 
are run. There is no intrinsic 
reason why corresponding sections in 
two or more stores in the same state, 
of the same company, cannot be treated 
as a single department. However, de- 
partmental classifications should be 
maintained. Also, it may be found pre- 
ferable if locations are in different 
states to make computations separately, 
or at least according to state limits, in 
order to avoid complications in deter- 
mining taxable incomes earned in the 
respective states. 

(f) Fiscal Years at Dates Not Cov- 
ered by B. L. S. Indices: Price indices 
are issued as of January and July 15 of 
each year. applicable either to the close 
of December or of January in the one 
case, and either to close of June or July 
in the other. What should a corporation 
do whose fiscal year ends at an inter- 
vening date? It is suggested that pub- 
lished indices for the preceding Janu- 
ary or July, whichever is nearest, be 
used. The use, for interpolation, of in- 
dices applicable subsequent to the fis- 
cal vear end would ordinarily not be 
feasible, because of the loss of time 
waiting for such publication. 


stores 


IV. Lifo Estimates for Interim 
Statements 

Computations of inventories, at cost 
on the lifo basis, are somewhat in- 
volved. Retailers who have elected that 
basis, will wish to have interim state- 
ments on a comparable basis. As a 
practical matter lifo estimates should 
be made. 
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In a previous section of this article, 
it was said that two elements largely 
influence the lifo results, namely, in- 
creases or decreases in departmental 
inventories, and changes in_ indices. 
Markdowns at times may also have to 
be considered. 

Application of index numbers to 
store-wide current and prior years’ in- 
ventories at cost under retail method, 
net of unearned discounts, will accom- 
plish a conversion to base year prices. 
Comparison of inventories so adjusted 
to base year prices will give the cost 
increment at base year prices. The 
cost increment should be converted to 
prices for vear in which the increment 
occurred by multiplying by the appro- 
priate index number. The cost incre- 
ment is then added to the known in- 
ventory at cost under lifo basis for 
the year prior to the year in which the 
increment occurred. The result is the 
current estimated inventory at cost on 
lifo basis, net of unearned discounts. 
This figure may then be compared to 
the current inventory at cost under the 
retail method, net of discounts, to ar- 
rive at the current lifo reduction. 

If experience has shown that lifo in- 
ventories tend to be somewhat greater 
or less on a departmental than a store- 
wide basis, estimated lifo adjustment 
should be modified accordingly. 


V. Involuntary Liquidation 


The Internal Revenue Code, Sec- 
tion 22(d)(6), and Regulations 111, 


Section 29.22(d)-7, provide that a tax- 
paver using the elective method may, 
upon replacement of inventories liqui- 
dated involuntarily because of war 
conditions, price such replacement at 
the lifo cost thereof at the time of 
liquidation rather than at the actual 
cost of the replacement. The resultant 
reduction of inventory at replacement 
date results, for tax purposes, in a re- 
duction of income of the year in which 
the liquidation took place. The regu- 
lations provide that, in the year of re- 
p'acement, purchases shall be credited 
in an amount equal to the reduction of 
(Concluded on page 548) 
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Problems in Taking and Verifying Physical 


Inventories in a Retail Enterprise 


as to Quantities 


By JosepH SANDLER, C.P.A. 


merchandise inventory is per- 
haps the most important asset of 
a retail enterprise. The soundness of 
this judgment is borne out by an ex- 
amination made of a number of finan- 
cial reports issued by department 
stores, specialty stores and chain store 
organizations which in my opinion rep- 
resent a cross section of the country’s 
retail trade. To emphasize the impor- 
tance of accurate physical inventories, 
I might point out the relationship of 
this asset to the total assets, working 
capital and the net worth of some 
twenty balance sheets that have been 
examined. 

The average percentage of merchan- 


hi inventory to total assets was 
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on Retail Accounting on May 19, 
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32.06%, the highest being 55.23% and 
the lowest 18.59%. The average per- 
centage of merchandise inventory to 
working capital was 77.05%, the high- 
est being 218.65% and the lowest 
37.36%. The average percentage of 
merchandise inventory to capital stock 
and surplus was 62.79%, the highest 
being 103.66% and the lowest 23.29%. 

I need not dwell upon the importance 
of accurate inventories in profit and 
loss statements. That is evident to all 
of you. I wish to point out, however, 
that in a retail establishment it is im- 
portant not only to have an accurate 
over-all inventory, but it is vital that 
the merchandise be properly segregated 
according to departments. Without ac- 
curate departmental inventories the 
management is not in a position to de- 
termine the favorable or unfavorable 
trends of the operations of the various 
departments, and corrective measures 
cannot be taken without a detailed 
investigation. 

What can the accountant do to see 
that his client derives the advantages 
to be gained from reasonably accurate 
inventories, and what procedures 
should he adopt to satisfy himself as to 
the accuracy of such inventories for 
financial statement purposes? 

The extent of the accountant’s par- 
ticipation in the planning and the stock- 
taking will depend largely upon the 
adequacy of the system of internal con- 
trol. The accountant should review the 
records that are maintained by the 
client to control the merchandise inven- 
tories. It would help materially if he 
were to familiarize himself with all pro- 
cedures involving the movement of 
goods from the time the merchandise 
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is ordered from the supplier until it is 
finally disposed of by delivery to the 
customer. In many cases he will find 
that no merchandise inventory records 
are maintained and that the inventories 
are determined solely by physical count 
at the end of a season or at the end of 
the accounting period. 

Having reviewed the system of in- 
ternal check and noted the merchandise 
records that are being maintained, the 
accountant should then consult the con- 
troller concerning the planning and 
preparation for the taking of the phys- 
ical inventory. In that connection we 
must take cognizance of the fact that 
many establishments are too small to 
employ a controller. It will neverthe- 
less be necessary to confer with the 
client or his representative who will be 
charged with the responsibility of see- 
ing that all procedures outlined for the 
stock-taking are being strictly adhered 
to. In some large department stores 
the supervision is delegated to an in- 
ventory committee consisting of the 
controller, merchandise managers or 
buyers, store manager and the manager 
of the receiving and stock rooms. Re- 
gardless of who is delegated to super- 
vise the inventory I cannot emphasize 
too strongly the necessity for proper 
planning well in advance of the inven- 
tory dates. 

An intelligently planned program for 
physical inventory will embrace the fol- 
lowing among other procedures: 


1. Scheduling of date or dates. Many 
accountants are under the impres- 
sion that all physical inventories 
must be taken on the last day of 
the fiscal year or on the date as of 
which a statement is prepared, 
preferably after the close of busi- 
ness. Obviously this cannot be ac- 
complished in many cases nor is it 
essential that this be done. If the 
store is operating on the retail in- 
ventory method it is not necessary 
for all departments to take their 
inventory on the same day. It 
would be advisable, however, to 
schedule the dates so that they con- 
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form as nearly as possible to the 
closing dates as of which the fig- 
ures are maintained in the statis- 
tical office. 

2. Instructions to department heads, 
and/or (in a chain store organiza- 
tion) to store managers. In col- 
laborating with the controller or 
the management in the preparation 
of instructions to department 
heads with respect to inventory 
taking, we must not think only in 
terms of selling departments, stock 
rooms and receiving rooms. The 
departments that are usually af- 
fected by the taking of physical 
inventory are the following: 

(a) All selling departments 

(b) Receiving and marking rooms 

(c) The accounts payable depart- 
ment 


(d) Stock rooms and warehouses 

(e) Sales and auditing depart- 
ments 

(f) The perpetual inventory rec- 
ord department 

(g) The departments handling 
customers’ merchandise for 
repairs, claims and adjust- 
ments. 


The instructions should be sent to 
each department head well in advance 
of the date of inventory and must be 
complete and unambiguous so_ that 
there is no possibility of errors due to 
misunderstanding. In order to facili- 
tate the actual stock-taking the instruc- 
tions should embrace the following 
matters: 


1. All merchandise is to be sorted by 
identical articles. 

2. Items in the selling department are 
to be examined to see that they are 
properly ticketed. 

3. All articles borrowed from other 
departments should be returned. 

4. All articles held on consignment 
should so far as possible be re- 
turned to consignors. 

5. Goods belonging to customers who 
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have paid therefor should be segre- 
gated and properly identified so 
that they are not listed on the in- 
ventory sheets. 
6. All goods returned by customers 
and taken into stock should be re- 
marked with proper selling prices. 
Recording of reserve stocks of 
merchandise may be commenced in 
advance of the date for the inven- 
tory-taking, but care should be 
taken to see that no transfers are 
made after the reserve stock has 
been inventoried. 


“I 


8. Frequently the selling department 
heads are requested to prepare a 
sketch of their departments, indi- 
cating the number of sections, 
shelves, bins or drawers, so that 
each compartment may be lettered 
or numbered and subsequently ac- 

counted for. Where department 
sketches are prepared it is well to 
provide an inventory sheet or tag 
for each compartment regardless 
of whether or not it contains any 
merchandise. 

9. Establishment of “cut off’ point 
so that goods received immediately 
prior to and immediately after the 
inventory date can be readily iden- 
tified. Some stores require the in- 
voices and mark-down sheets for 
one week prior to the inventory 
date to be identified by the stamp 
“OLD STOCK” and for one week 
subsequent thereto to be stamped 
as “NEW STOCK”, 

10. All measuring machines and scales 
which are to be used in the stock- 
taking should be carefully checked 
to see that they are accurate. 


It is important that all inventory 
sheets, tags or count slips be pre-num- 
bered and to see that a sufficient num- 
ber thereof are distributed to each de- 
partment. Each department head 
should sign for and be responsible for 
all the sheets or slips placed in his cus- 
tody. If it should be necessary to take 
physical inventory during the time 
when merchandise is moving in and 


out of the department, temporary slips 

should be provided to record the 

changes. Each sheet or slip should 

make adequate provision for the fol- 

lowing information: 

1. Date 

2. Location 

3. Called by 

4. Listed by 

5. Checked by 

6. Department 

7. Article and description 

8. Season for which or month in which 
article was purchased. Most stores usu- 
ally employ a system for the identifica- 
tion of merchandise either by the month 
of purchase or the season for which the 
purchase was made. 

9. Units 

10. Retail price per unit 

11. First extensicn 

12. Second extension 


All inventory sheets and tags em- 
ployed in the taking of the inventory 
should be accounted for. A record of 
the numbers furnished each department 
or section must be kept and all unused 
sheets or tags must be turned in with 
the inventory, including the spoiled 
ones which should be marked void. 

At this point I wish to call attention 
to a few of the important aspects of the 
actual taking and listing of the inven- 
tory. 

The taking of the physical inventory 
requires that a full count of the mer- 
chandise be made at all locations. Thus 
the merchandise in a container must 
be counted or weighed independently 
of any supposed content which may be 
listed on the label or box. 

The persons assigned to the task of 
taking the inventory should work in 
pairs, one to call and the other to list. 
It is advisable for the person more fa- 
miliar with the merchandise to do the 
calling. Throughout the inventory tak- 
ing there should be adequate supervi- 
sion by a representative of the con- 
troller or by a staff of inspectors whose 
responsibility it is to see that all pro- 
cedures and instructions are being 
strictly carried out. These individuals 
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should make tests and rechecks of 


some of the listings. 


Corrections of sheets should only be 
made by crossing out the incorrect line 
and substituting the correct listing. 
Where the store maintains the retail 
inventory method, it is only necessary 
to record the retail price of the article. 
If the store is not on the retail inven- 
tory method, the cost which is usually 
indicated in code, or the present mar- 
ket value, whichever is lower, should 
be listed. It is still advisable to list the 
retail price of each item indicated by 
the ticket for the reason that the rela- 
tionship between the cost or market 
price and the retail price is very signifi- 
cant. When the actual taking of the 
inventory is completed a member of 
the controller’s office or a representa- 
tive of the inventory committee or a 
representative of the person who has 
been designated to supervise the inven- 
tory taking, will collect all forms and 
check them to see that all have been 
accounted for. They are then turned 
over to the proper office staff for ex- 
tensions, footings and summarizing. 
Where inventory records are main- 
tained, the totals by departments 
and/or branch stores should be recon- 
ciled with the book inventories. 


In taking physical inventory the staff 
must be careful to see that all locations 
are properly covered. Merchandise 
may be located in the following places: 


1. On the selling floors 
In the reserve stock room 


3. In the lay-away or will call department 

4. In windows or on ledges 

5. In warehouses, public or private 

6. In the advertising department 

7. In display cases 

8. In the manufacturing department if the 
store manufactures some of its mer- 
chandise 

9. Alteration or repair departments 

10. In transit from sources of supply where 
the title has passed 


11. Receiving or marking rooms 
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12. Out on approval in the hands of cus- 
tomers 

13. In head office of a chain store organi- 
zation 

14. In transit between stores 


Care should also be taken to see that 
merchandise in the store which does not 
belong to the client is excluded from 
the inventory, such as merchandise 
held on consignment, property of leased 
departments and merchandise belong- 
ing to customers. 

I have discussed some of the prob- 
lems in connection with the taking of 
physical inventories. In the remainder 
of the time allotted to me I will review 
some of the auditing procedures in- 
volved in the verification of quantities 
set forth in the inventories. Contrary 
to the impression that is prevalent in 
some credit or banking circles, an ac- 
countant does not take and in most 
cases does not even supervise the tak- 
ing of the physical inventory. In this 
connection I desire to quote from the 
American Institute of Accountants’ 
statement on auditing procedure, Bul- 
letin No. 3, dealing with inventories 
and receivables of retail enterprises : 

“The auditor’s purpose is to satisfy him- 

self as to the credibility of the client's 
representations concerning inventories, but 
he does not hold himself out as an ap- 
praiser, valuer, or expert in materials. 
The auditor does not ‘take,’ ‘determine,’ or 
‘supervise’ the inventory. These opera- 
tions are undertaken by management, an- 
tecedent to its primary representations 
concerning quantity, condition, and value 
of the inventories. The independent certi- 
fied public accountant ‘observes’ these pro- 
cedures in his capacity as an auditor, for 
the purpose of satisfying himself as to 
the fairness of representations made by 
the client, but he does not, and should 
not in his ordinary capacity as auditor, 
make the original determination. Within 
these clear limitations, it is believed that 
observation of the taking of inventories 
of department stores, instalment houses, 
chain stores, and other retailers is ‘prac- 
ticable and reasonable’ and, therefore, to 
be considered ‘generally accepted audit- 
ing procedure.’ ” 


In adopting procedures for the veri- 
fication of the inventory the accountant 
will be guided to a great extent by the 
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adequacy of the client’s system of in- 
ternal control and the manner in which 
his inventory records are maintained. 
Sometimes a suspicion of possible 
machinations enters into the determina- 
tion. While the Bulletin clearly states 
that the auditor is not expected to 
“take, determine or supervise” the in- 
ventory, | feel that the practitioner who 
services the small or medium size re- 
tailer who does not maintain adequate 
inventory records or who has a very 
limited staff, would be required to par- 
ticipate in the inventory taking to an 
extent which in my opinion would be 
tantamount to supervision. How else 
could he be reasonably sure that the in- 
ventory was properly taken and com- 
piled? 

Where an accountant intends to re- 
port over his signature on the financial 
condition of his client, generally ac- 
cepted auditing procedure requires that 
he be present in person or by his repre- 
sentatives at the physical inventory tak- 
ing. His staff should be large enough 
to circulate among all the departments 
during the stock-taking so that he can 
assure himself that the procedures out- 
lined in the plan and in the instructions 
are being carried out. He may require 
tests of quantities to be made under 
his observation. Primarily the account- 
ant or his representative is present to 
satisfy himself that the physical inven- 
tory as finally determined is fairly 
stated. The observation must therefore 
be sufficiently comprehensive. 

The problem of verifying inventories 
in a chain store organization is some- 
what different from that of a depart- 
ment store or a single specialty store. 
It is not essential that the accountant 
have a representative present at every 
location. Obviously, in a company with 
a large number of branches the cost 
would be prohibitive. Here again his 
procedures would be determined by the 
size of the organization and the effi- 
ciency of the head office control. In the 
case of an organization with a large 
number of branches, relatively few of 
the stores need be attended by the ac- 
countant’s representatives. He must 
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determine from all the circumstances 
involved the percentage of the over-all 
physical inventory taking that he 
wishes to observe. The greater the 
number of units the smaller the per- 
centage. Sometime before the inven- 
tory date the accountant should select 
the locations at which he desires to ob- 
serve the stock-taking. If the store 
units are so situated geographically that 
it is not practicable for the accountant 
to have his own staff present, he can 
avail himself of the services of reputa- 
ble accountants whose offices are loca- 
ted near the particular stores which are 
to be covered. 


Some chain store organizations as- 
sign representatives of the head office 
to supervise the physical inventories at 
the stores. Others follow the procedure 
of exchanging store managers for the 
purpose of inventory supervision. Usu- 
ally, where a manager of one store is 
assigned to supervise the inventory 
taking at another store, he should not 
be notified of his assignment until im- 
mediately prior to such time to pre- 
clude the possibility of any collusion. 
The supervision of store inventories by 
representatives of the head office or 
other store managers does not eliminate 
the necessity for the accountant’s at- 
tendance at a sufficient number of loca- 
tions to make the observations that will 
satisfy him that the procedures outlined 
in the plan have been generally fol- 
lowed. 


Having observed the taking of the 
physical inventories to the extent that 
he determined to be reasonable, some 
of the other procedures which the ac- 
countant should adopt to verify the 
quantities to his satisfaction are the 
following : 


1. He should verify the fact that all 
the inventory sheets and count 
slips have been accounted for. In 
order to see that no compartment 
has been overlooked it is essential 
that empty bins or shelves be pro- 
vided with an inventory sheet even 
though no listing would appear 
thereon. 
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The inventory sheets or tags 
should be examined to see that the 
unit of measurement is clearly in- 
dicated such as, dozen, pair, yard, 
pound, ete. 


After the inventories have been 
completed, he should examine the 
sheets to see that they have not 
been tampered with. He must be 
sure that no sheets have been 
added or withdrawn. It is impor- 
tant to investigate any corrections 
which appear to represent changes 
in quantities. 


He should verify by direct com- 
munication the merchandise in 
public warehouses and the stock 
being held for the account of the 
client by vendors. Where the 
amount involved represents a sig- 
nificant portion of the inventory, 
further investigation is necessary. 
This may embrace physical inspec- 
tion, and the examination of 
freight and storage bills or other 
shipping documents. Investigation 
as to the disposition of the mer- 
chandise after the statement date 
may also be appropriate. 


The accountant should verify the 
merchandise in transit by reference 
to shipping documents. In chain 
store organizations where trans- 
fers of merchandise are made from 
one store to another, it is impor- 
tant to match the shipping records 
of the store and home office with 
the store receiving records. 


The merchandise in transit not 
charged to a specific department 
must be reconciled with the gen- 
eral ledger accounts which reflect 
these assets. 


. The receiving department records 


and the purchase invoices for sev- 
eral days prior to and following 
the inventory date should be 
checked to determine that the lia- 
bility for all merchandise received 
and inventoried is reflected on the 
books of account. Investigation 
should be made to see that mer- 
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chandise returned prior to inven- 
tory date has been properly 
charged to the accounts payable. 
A sales audit should be made as 
of the inventory date to determine 
that all sales made prior to the 
taking of the inventory are re- 
flected in the sales accounts and 
that all returns of merchandise 
from customers properly 
treated. 

Where inventory controls are 
maintained the accountant should 
compare the total of the physical 
inventory for each department 
with the departmental book inven- 
tories. Minor overages and short- 
ages will be discovered and the 
book inventories should be ad- 
justed to conform with the phys- 
icals. Retail stores make allow- 
ances for normal inventory short- 
ages due to pilferage, slight 
percentage variations or minor 
clerical errors. Where the physical 
inventory of a department indi- 
cates an abnormal shortage when 
compared with the book figures, it 
is important that an effort be made 
to establish the reasons for this 
shortage. It is advisable to retake 
the physical inventory of the spe- 
cific department involved and to 
recheck the computations. If the 
second inventory verifies the exist- 
ence of the shortage, the account- 
ant should then check all the statis- 
tical information which had been 
entered in the inventory records to 
establish the amount of the book 
inventory. Where no errors are 
disclosed in the compilation of the 
book inventory investigation 
would have to be made to deter- 
mine whether mark-downs and 
mark-ups have been properly re- 
corded. 

There are many reasons for an 
indicated inventory shortage which 
time limitation does not permit me 
to discuss. The client’s attention 
should be drawn to the existence 
of the abnormal shortage and 
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some recommendations should be 
made to prevent a_ recurrence. 
Very often the engagement of a 
detective agency is advisable and | 
know of many instances where 
such action on the part of manage- 
ment has brought to light thievery 
which had been going on for some 
time. 

Departments that carry expensive 
merchandise such as furs or 
jewelry usually maintain unit con- 
trol records in addition to retail 
inventory records. Should an ab- 
normal shortage develop in such a 
department the reasons for the 
shortage can usually be established 
without great difficulty. 

9, When the store does not maintain 
inventory records it is advisable 
to compare the percentage of gross 
profit for the current period with 
that of several prior periods. lf 
possible this should be done by de- 
partments. Material fluctuations 
in gross profit percentages should 
be investigated. This will very 
often lead to discovery of inac- 


curate inventories, improper or in- 
efficient marking, manipulation by 
buyers, dishonesty among store 
employees, and such looseness in 
handling merchandise as would 
encourage thievery. 

10. Sufficient tests of extensions and 
footings of the inventory sheets 
should be made to satisfy the audi- 
tor that the calculations are cor- 
rect. Instances have been found 
where a comptometer operator 
added lot numbers or style num- 
bers on a page instead of units. 

I have endeavored to bring to your 
attention some of the problems and pro- 
cedures involved in taking and verify- 
ing the physical inventory in a retail 
enterprise. I cannot emphasize too 
strongly the fact that circumstances 
vary in different organizations and that 
the procedures finally adopted should 
be those which the accountant in the 
exercise of his professional skill and 
judgment feels will be productive of 
the best results. 
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Lifo Method of Inventory Determination with 
Especial Reference to Retailers 


(Continued from page 541) 


inventory so that there will be no effect 
upon taxable income of that year. The 
code provides that replacement under 
Section 22(d)(6) must be effected in 
a taxable year ending before January 
1, 1951. 

Just as under the lifo procedures, so 
under involuntary liquidation, the in- 
ventories have to be broken into com- 
ponent increments. Under involuntary 
liquidation procedures, the last layers 
or segments to be liquidated are the 
first to be replaced. However, if liqui- 
dation occurred in a year for which no 
election had been made under Section 
22(d)(6), a subsequent increment of 
inventory must be priced at replace- 
ment cost. Also, it would be necessary 
to so replace the entire liquidation for 


548 


which no election had been made, be- 
fore applying any reduction due to re- 
placement to a prior year in which an 
election had been made. 

On the assumption that liquidated 
inventories may be replaced and that 
replacement may be made at prices in 
excess of base prices, the question nat- 
urally arises as to whether or not re- 
placement reserves should be set up 
out of income to cover the excess of 
either current or estimated replacement 
prices over base prices of merchandise 
not replaced at date. Several factors 
are likely to be involved; consequently, 
for purposes of the present discussion, 
it suffices to say that the subject should 
be considered in the light of specific 
circumstances and conditions. 
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Underlying Problems in Determining 
Valuations of Inventories of Retailers 


By Aurrep R. Marks, C.P.A. 


| determining valuations of inven- 
tories of retailers, several major 
problems must be dealt with. These 
may be stated as follows: 


1. On what basis shall inventories 
be determined? 
(a) Cost 
(b) Market or selling price 
(c) Cost or market, whichever is 
lower 


(d) Other basis 


2. Where cost is an element of the 
basis, what costs shall be in- 
cluded? 

(a) Purchase cost of materials 
and supplies 

(b) Additional charges relative 
to acquisition 
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Marks at a technical meeting of the |. 


(c) Exclusion of costs of ware- 
housing, selling and delivery 


3. Where cost is an element of the 
basis, how shall cost of items be 
identified ? 

(a) Specific tracing and identifi- 
cation 

(b) First-in, first-out, (Fifo) 

(c) Last-in, first-out, (Lifo) 

(d) Average cost 


4. Where market price is an element 
of the basis, how shall such mar- 
ket price be determined? 


(a) Replacement cost 
(b) Selling or realizable value 


5. How shall the valuation base be 
determined? 
(a) Cost method 
(b) Retail inventory method. 


Although industrial practices and ex- 
ternal pressures will have great weight 
in the final decisions made relative +o 
the above mentioned questions, each 
management must bear in mind the 
peculiar circumstances and operating 
necessities of its own organization and 
adopt the policy best suited to itself. 


Whatever the decision may be rela- 
tive to these questions, the matter of 
consistent application is of prime im- 
portance. In making comparisons of 
operating results of an enterprise for 
several periods, the reader of the state- 
ments must know that such results have 
been consistently determined. Because 
inventories at the beginning and the 
end of fiscal periods are important ele- 
ments in arriving at the results for the 
period, such inventories must be con- 
sistently valued. The importance of 
consistency is pointed up by the em- 
phasis placed on this matter in the ac- 
countant’s opinion. 
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On What Basis Shall Inventories 
Be Determined? 


With respect to inventories general- 
ly, a recent survey of financial state- 
ments of approximately 500 companies 
listed on the New York Stock Ex- 
change showed that approximately 60% 
of the inventory items included therein 
were stated on the basis of “cost or 
market, whichever is lower”, about 
20% were stated on the basis of some 
form of cost, and the remaining 20% 
were stated on some other basis. It 
should be noted that the financial state- 
ments surveyed were those of companies 
in all fields. Many of them undoubted- 
ly are manufacturing companies with 
standard cost systems which make the 
use of “cost” a more practical method 
of valuation. I am sure that if a survey 
were to be conducted of companies in 
the mercantile field only, it would show 
a large preponderance of companies 
using the basis of “cost or market, 
whichever is lower.” The acceptance 
of this basis by retailers has become 
very wide-spread. 

The advocates of “cost or market, 
whichever is lower” claim that this 
method is more conservative and fol- 
lows the theory that losses should be 
recognized in the determination of net 
income in financial accounts as soon as 
determined, but that profits should not 
be anticipated. They believe, also, that 
inventory valuations should reflect, as 
nearly as possible, current market cost 
of replacing the inventory. 

The origin of the practice of stating 
inventories at “the lower of cost or 
market” is difficult to determine and 
seems to have evolved under pressure 
of credit insistence and tax necessity. 
In 1917, the rule was given authorita- 
tive support by recognition by the 
Treasury Department of the use of cost 
or market as an accepted basis in con- 
nection with income tax determination. 
Creditors and credit reporting agencies, 
desiring to know the realizable or re- 
placement cost of inventories, have had 
great influence in the growing accept- 
ance of the rule. 
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What Costs Should Be Included in 
the Cost Element of the 
Inventory Valuation? 


What is “cost” in relation to retail 
inventories? I believe that the more 
commonly acceptable definition of cost, 
as applied generally, is also applicable 
to retail inventories. It is most com- 
monly held to be that inventoriable 
costs include all costs of acquiring ma- 
terials and all production costs but that 
costs of marketing are not considered 
to be appropriate elements of inventory 
cost. Administrative costs, where they 
are definitely related to the processes 
of acquiring and producing goods, are 
includible in the determination of in- 
ventory cost. 

Thus, in determining the cost of in- 
ventories of a retail enterprise there 
should be included such items as the 
actual cost of the materials or goods, 
the cost of converting such goods to 
the specific purpose of the customer 
(workroom or alteration costs), trans- 
portation costs, duties, acquisition over- 
head and administrative costs, etc. 
Warehousing or stockkeeping costs, 
control information costs, selling costs 
and delivery costs are not costs of ac- 
quiring the inventory and, therefore, 
are not includible in determining inven- 
toriable costs of a retailer. 


How Should Cost of Items Be 
Identified ? 

The ideal method of accumulating 
inventory costs is that of specific trac- 
ing and identification. This method is 
particularly adaptable to inventories of 
retailers maintained on a cost record 
basis where the cost price is shown on 
a tag attached to the merchandise. 
However, where the inventory volume 
is large, and comprised of multitudi- 
nous types of items, it is not always 
practical or economical to maintain 
records based on specific costs. There- 
fore it has become an accepted practice 
to evolve an all-inclusive method of 
assigning costs generally, rather than 
attempt to assign a specific identifiable 
cost to each item. 
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There are several methods common- 
ly used, based upon an assumed pattern 
or order of flow of the goods. The most 
commonly acceptable of these patterns 
of flow are as follows: 


1. The assumption of “first-in, first- 

out” (fifo) 

2. The assumption of the “last-in, 

first-out” (lifo) 

3. The theory of pooling or averag- 

ing (average). 

All of these methods have opponents 
or strong advocates, and they are usual- 
ly selected on the basis of being most 
adaptable to the specific needs of a 
particular enterprise. It had been com- 
monly accepted that inventory costs of 
retailers be determined on the assump- 
tion of “‘first-in first-out”. However, 
as the result of acceptance by the 
Treasury Department, under certain 
circumstances, of the use of “last-in, 
first-out” (lifo) as a method for deter- 
mining cost of inventories maintained 
on the retail inventory method, that 
method is obtaining more common ac- 
ceptance. Because the subject of “‘lifo” 
has aroused such great interest within 
recent years, Mr. Bell, of our Commit- 
tee, has prepared a full length paper 
upon this subject. Therefore, I do not 
propose to spend much time upon the 
matter, 

At the moment, I believe it is safe 
to say, a majority of the retailers, par- 
ticularly those using the retail inven- 
tory method, determine the cost of their 
inventories on the basis of “first-in, 
first-out”. It is probable that the rea- 
son for the selection of this method of 
flow by retailers, is tied in with his- 
torical practice and with the former 
regulations of the Treasury Depart- 
ment, which provided that the use of 
“first-in, first-out” was necessary in 
connection with the use of the retail 
method. However, I am sure that Mr. 
Bell will point out the need for each 
retailer to consider his own require- 
ment; the use of Lifo entails many ad- 
vantages and disadvantages and these 
must be given consideration in a given 
set of circumstances. 
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The weighted average method of de- 
termining inventory cost is an accepted 
procedure for retailers as for other 
types of companies, although it has 
never received explicit and complete 
endorsement in the Internal Revenue 
Code. Under this method, the cost of 
goods on hand at the end of a period 
is assumed to be the weighted average 
of the inventory cost of the goods on 
hand at the beginning of the period and 
of all goods purchased during the 
period. The duration of the period is 
variable depending on the circum- 
stances. Manufacturers have found this 
method of determining inventory flow 
to be highly practical and productive 
of proper results. Retailers, however, 
particularly those with fast-turning 
stocks, prefer usually to have inven- 
tory figures more in line with current 
levels of cost and such basis is furnished 
better by the “‘first-in, first-out” method 
than the “average” method. 


How Shall Market Price Be 
Determined? 

What is meant by “market”? There 
has been much discussion as to the 
meaning of the term market, as used in 
inventory valuation, particularly in the 
phrase, “cost or market, whichever is 
lower”. It is generally agreed that there 
are two main possibilities of determin- 
ing market. They are (1) replacement 
cost and (2) selling or realizable value, 
less provision for selling and admin- 
istrative expenses and possibly a nor- 
mal profit. The most commonly ac- 
cepted definition of market is current 
replacement cost (Accounting Research 
Bulletin #29, Statement 6) and this is 
particularly true with respect to inven- 
tory of retailers. 


How Shall the Valuation Base 
Be Determined? 

There are two generally accepted 
methods or procedures used by retail- 
ers for the purpose of determining the 
valuations of inventories at “cost or 
market, whichever is lower.” One 
method is the cost method, the other 
method is more commonly called the 
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retail method. Some retailers use one 
method exclusively (that is, either cost 
or retail) but other retailers may use 
a combination of the cost and retail 
methods for certain sections of its in- 
ventory; for example, many retailers 
use the retail method of inventory to 
determine the valuations of inventories 
of selling departments, but use cost 
methods to determine the inventories 
of workroom or alteration departments. 
Also, some retailers use the retail 
method for inventories which already 
have been transferred physically to the 
selling departments or branches, but use 
cost methods for valuing reserve stocks 
or stocks in central warehouses. The 
selection of a method should be made 
only after giving consideration to 
all surrounding circumstances. Either 
method or a combination of methods is 
adaptable to use by retailers of any type 
or size. Both methods have advantages 
and disadvantages, under given sets of 
circumstances and it is the responsi- 
bility of the management and the ac- 
countant to determine which method 
is more practical under the circum- 
stances. 


Cost Method: 

The mechanics of operating a cost 
system for determining inventories of 
retailers are not essentially different 
from the use of the cost method gen- 
erally. The cost method is usually ap- 
plied by retailers on a “specific item” 
basis, facilitated by the marking of each 
item when it is purchased with the cost 
price shown on the invoice, loaded for 
freight and acquisition costs. This cost 
is usually expressed in a code to pre- 
vent the cost price being generally 
known. Thus, when an inventory is 
physically taken, the coded cost price 
appearing on the ticket attached to the 
merchandise is used as the inventory 
cost price of the article. Thereafter, an 
adjustment based on the comparison 
of such cost prices with present replace- 
ment cost prices is made to reduce the 
inventory to the basis of ‘‘cost or mar- 
ket, whichever is lower.” 
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Under the “cost” method, it is pos- 
sible to maintain perpetual inventory 
records, but with larger establishments, 
particularly, this causes considerable 
difficulties. Where such perpetual in- 
ventories are maintained, it is not usual 
that effect can be given, as a continuous 
process or even on an interim basis, to 
the changing replacement costs. In ad- 
dition, it is difficult to set up the inven- 
tory control records, maintained on a 
cost basis, in such a manner as to pro- 
vide management with the usually re- 
quired operating statistics based upon 
sales, which provide information rela- 
tive to the operating results and which 
are found to be so helpful in determin- 
ing future policy. For these reasons, 
and many other reasons, the retail 
method of inventories was evolved and 
has come into common use, particular- 
ly in the larger organizations handling 
a multiplicity of types of items. 


Retail Method: 


The “retail method of inventories” is 
a name applied to the type of perpetual 
inventory records which are maintained 
in trading businesses on the basis of 
retail rather than cost price. Many 
people have approached the subject of 
retail method inventories in the spirit 
of fear as if it were a very difficult mat- 
ter to comprehend. Quite the contrary 
is true; it is very simple and can be 
grasped readily. 

Its general purpose is to know at 
stated dates, (end of week, or month, 
or end of some other established ac- 
counting period, and at the end of the 
fiscal season or year) the departmental 
amounts of inventory on the basis of 
retail prices currently in force and to 
provide a method of determining the 
departmental percentages necessary to 
reduce such retail inventories to the 
lower of cost or market. Collaterally, 
the system is also set up in such a man- 
ner as to make available, periodically, 
certain operating statistics which help 
in determining the past success of the 
operation and to provide the informa- 
tion upon which the management can 
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base its decision as to future policies. 
Such information consists generally, of 
the departmental statistics of mark-on, 
mark-down, shortages, discounts and 
gross margin (gross profit). 

It is important to remember that un- 
der the retail method of inventories, 
retail prices are used throughout for 
the purpose of establishing the previ- 
ously described information, cost being 
intrcduced only for the purpose of 
financial reporting as described herein- 
after. 

Explained in general terms, the re- 
tail inventory is based on the formula 
that (1) the inventory at the beginning 
of the period at retail, plus (2) the 
purchases for the period at retail (these 
adjusted by retail price revisions, up 
and down, and by stock shortages), 
less (3) the sales for the period gives 
the book inventory at the end of the 
period at retail prices. This is subse- 
quently reduced to “cost or market, 
whichever is lower” by application of 
the departmental percentages of mark- 
on. 

The information necessary to com- 
pile the departmental figures com- 
mented upon above is derived from 
statistical records, maintained depart- 
mentally, taken from the following 
sources : 


Opening Inventory: 

Retail—from the physical inventory 
taken at the beginning of the period 
and priced at retail. 

Cost or market, whichever is lower 
—by deducting from the inventory at 
retail the cumulative percentage of 
mark-on for the preceding six months 
or year. 

Purchases: 

When an invoice for merchandise is 
received, the retail price is inserted next 
to each unit cost price and the invoice 
is approved by the buyer. The marker 
prepares the price tags from the retail 
prices inserted on the invoice. The in- 
voice is thereafter extended at retail, 
checked for cost and retail extensions, 
and entered in the departmental pur- 
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chase record at cost and at retail. The 
totals of the cost’ and retail columns, 
for each department, at the end of the 
weekly or monthly period are carried 
forward to the departmental inventory 
record (this record is sometimes re- 
ferred to as the departmental statistical 
record). 


Price Revisions: 

When the selling price of any article 
is to be changed, the buyer prepares 
a price revision form which shows 
quantity, description, old price per unit, 
revised price per unit, and the reason 
for the price revision. The marker pre- 
pares the new price tags only from, the 
price revision form and affixes them to 
the merchandise. The form is extended 
and the amount of the revision deter- 
mined. The price revision forms are 
entered in a journal and the totals, by 
types (such as mark-downs, mark- 
down cancellations, mark-ups, and 
mark-up cancellations) for each depart- 
ment, at the end of the weekly or 
monthly period are carried forward to 
the departmental inventory record. 


Stock Shortages: 

In the departmental inventory record 
a column is introduced to record actual 
shortages as determined by interim and 
final physical inventories and also to 
allow the recording of a monthly esti- 
mate of inventory shortages. A sepa- 
rate estimated percentage is used for 
each department. 


Sales: 

The audited sales checks are sorted 
departmentally and the departmental 
totals are entered weekly or monthly 
in the departmental inventory record. 

For the purpose of determining the 
inventory on the basis of “cost or mar- 
ket, whichever is lower” for inclusion 
in interim statements, the closing in- 
ventory at retail after adjustment for 
actual or estimated shortages, is re- 
duced to “cost or market, whichever is 
lower” by deducting from the retail 
amount the cumulative percentage of 
mark-on for the preceding six months 
or year. 
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The mark-on percentage is arrived 
at by (1) subtracting from the total of 
the inventory and purchases at retail 


mainder by the total of the inventory 
and purchases at retail. 

An example of the departmental 
computational and statistical records 


(2) the total of the inventory and pur- maintained under the retail method 
chases at cost and (3) dividing the re- follows: 
Cost Retail Percentage 
1. Opening inventory ............. +++ $60,000 $ 95,000 
Percentage of mark-on | (Retail — Cost) + Retail].. 36.8% 
2. Purchases for period (net) including subsequent addi- a 
tional mark-up of retail 30,000 55,000 
Percentage of mark-on [ (Retail — Cost) Retail].. 
3. Cumulative opening inventory and purchases (1+ 2).. $90,000 $150,000 
Percentage of mark-on [| (Retai! — Cost) Retail]... 40.00% 
Deduct: 
7. Closing inventory at retail (3 —6) per $115,000 
8. Shortage between book and physical inventory.................0- 1,000 
9. Closing inventory at retail (7 —8) adjusted.................... $114,000 


10. Closing inventory at cost (9 x [100%—% of mark-on, line 3]).... 


It is important to distinguish be- 
tween mark-on percentage and the final 
gross margin percentage. The mark-on 
percentage is the anticipated gross 
profit at the time of purchase. How- 
ever, we know that, because of such 
normal subsequent developments as 
breakage, theft, shrinkage, and down- 
ward changes in retail prices, the an- 
ticipated mark-on is seldom, if ever, 
attained. The reduced amount is known 
as the gross margin or gross profit. 

In reducing the retail inventory to 
“cost or market, whichever is lower”, 
it is the mark-on percentage which is 
deducted from the retail amount, not 
the gross margin percentage which has 


$ 68,400 


been affected by mark-downs and 
shortages. The higher percentage (the 
mark-on percentage), of course, is the 
correct one, as it will be necessary to 
take mark-downs and to have stock 
shortages in the goods remaining on 
hand and provision therefore must be 
made in arriving at the inventory bal- 
ance sheet amount. If mark-downs and 
shortages are taken into the reducing 
percentage, the result is that the inven- 
tory is reduced only to cost. When 
mark-downs and shortages are ex- 
cluded, the resulting inventory is re- 
duced to “cost or market, whichever is 
lower”. The following example reflects 
these results: 


Cost Retail Percentage 
Purchases and opening inventory $90,000 $150,000 
Deduct: Mark-downs and shortages............... 6,000 
$90,000 $144,000 
Inventory at cost (reduced by gross margin of 37.59%)..........4. $ 71,250 
Inventory at cost or market, whichever is lower 
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It will be noted from a perusal of the 
foregoing example that where mark- 
downs and shortages are included in 
the computation of the mark-on per- 
centage, the resulting percentage is 
equal to the final gross margin (37.5%) 
and when the complement of this per- 
centage is applied to the retail inven- 
tory the resulting figure is cost and is 
not adjusted for anticipated losses from 
shortages, etc., or mark-downs. There- 
fore, to arrive at a mark-on percentage 
which can be used to reduce the retail 
inventory to the lower of cost or mar- 
ket, it is necessary to use a computation 
which excludes mark-downs and short- 
ages in the determination of the mark- 
on percentage. 


The reason for this may be shown by 
the following illustration: If an article 
were purchased for $100 and marked 
by the buyer to sell for $150, the per- 
centage of mark-on would be 3343 %. 
If this article remained unsold and were 
inventoried at the end of the period, a 
deduction of this 334%9% from $150 
would result in a return to the cost of 
$100. Let it be assnmed now that, sub- 
sequent to the purchase of the article, 
the buyer decided to mark its price 
down to $140 and that the article re- 
mained on hand at inventory time. If 
a new percentage were to be arrived 
at, it would be 28 4/7% (40/140) 
which, when deducted from the $140 
retail price, would bring the balance 
sheet amount back to the original cost 
of $100. If however, the 334% were 
left unaffected by the mark-down and 
that percentage was deducted from the 
new price of $140, this would result in 
a balance sheet amount of $93.34. It 
will thus be seen that changing the per- 
centage does not reduce the retail price 
below cost, while deducting the origi- 
nal percentage does. But as it was 
necessary to reduce the sales price, the 
assumption is that the inventory value 
has decreased below the cost of $100. 
As the balance sheet amount of inven- 
tories should be “cost or market, which- 
ever is lower” it is necessary, under 
the retail method, in order to bring the 
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balance sheet amount of marked-down 
goods below cost, not to reduce the 
percentages as a result of mark-downs. 
In this case 334%% would be deducted 
from the $140 and the balance sheet 
amount of $93.34 would be used. 

On the other hand, in order not to 
bring the balance sheet amount (cost 
or market, whichever is lower) above 
cost in cases in which there are mark- 
ups, mark-ups should be brought into 
account in determining the depart- 
mental percentages of mark-on. They 
should increase these percentages. Un- 
less this is done and the original grass 
profit percentage (3314%, in the fore- 
going example) is deducted from the 
new increased retail price, it would re- 
sult in a balance sheet amount which 
would be in excess of cost, and this 
would be the same as taking into ac- 
count unrealized profits. 


Workroom and Alteration Inven- 
tories of Retailers 

It has previously been commented 
that, although retailers use the retail 
method of inventory for the purpose of 
maintaining records for selling depart- 
ments, it is usual for them to maintain 
the inventory records for alteration and 
workroom departments on a cost basis. 
These records are kept in a manner 
comparable to any manufacturing en- 
terprise and it is important that provi- 
sion be made for the determination of 
inventoriable cost by the accumulation 
of such inventoriable costs as cost of 
materials, findings, supplies, freight in- 
ward, manufacturing overhead, etc. 
Proper adjustment should be made 
after comparison of cost prices with 


_current replacement cost to reduce the 


inventory to the lower of cost or mar- 
ket. Allowance should also be made 
for any obsolete or unusable goods or 
supplies. 


Adjustment to the Lower of Cost or 
Market 

Under the retail inventory method, 

we have seen that provision is made 

for the reduction of inventories to “cost 

or market, whichever is lower” to the 
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extent comparable to past retail mark- 
downs. However, it is possible that, 
upon review of the final inventory in- 
formation after the close of a fiscal pe- 
riod, it is determined that insufficient 
mark-downs had been taken during the 
year with respect to certain items of 
merchandise. Also, it may be deter- 
mined that, based upon conditions 
which have arisen since the fiscal date, 
it is apparent that future mark-downs, 
in excess of normal, will be required 
to be taken. Under such circumstances, 
a reduction in inventories should be 
made to provide for such mark-downs 
to be taken in the future. This reduc- 
tion will not be allowed as a deduction 
for federal income tax purposes be- 
cause, under the retail inventory regu- 
lations, mark-downs must be actually 
processed through price tags and statis- 
tical records before the end of the fiscal 
period. 

If merchandise purchases are not re- 
corded net of purchase discounts, a 
reduction in inventory value is required 
to provide for discounts included in 
the inventory. 

Where physical inventories are not 
taken on the last day of the fiscal period 
it will be necessary to provide a reserve 
for shortages which occurred during the 
period from the date of the taking of 
the physical inventory to the end of the 
fiscal period. 

Where merchandise has been ac- 
quired from affiliated companies it will 
be necessary, for the purposes of con- 
solidated statements, to provide an ad- 
justment of such inventories to the 
basis of “cost or market, whichever is 
lower”, to the originating company. 
Therefore, provision must be made in 
the accounts and procedures to deter- 
mine cost or market, whichever is lower, 
for such inventory both at the basis to 
the selling member of the group and 
at the basis of the purchasing member 
of the group. The differential must be 
used as an adjustment for consolidation 


purposes but should not be treated as 
a reserve upon the books of the pur- 
chasing company. 


Summary 


For each retail organization con- 
sideration must be given to all of the 
circumstances before determining: 


1. The basis at which inventories 
will be included in the financial 
statements (‘‘cost” or ‘‘cost or 
market, whichever is lower” ) 

2. The method used to identify the 
cost of the remaining merchan- 
dise in the inventory (‘‘first-in, 
first-out”, “weighted average”, 
“last-in, first-out”) and 

3. Whether the records to provide 
such information will be main- 
tained upon the “cost” method or 
the ‘retail’? method or a com- 
bination of the two methods. 


In the financial statements of the 
company, full description should be 
made as to the basis of the inventory 
and how it was arrived at. An exam- 
ple of statement presentation is as 
follows: 

Merchandise inventories the 
basis of cost (first-in, first-out) or 
replacement market, whichever is 
lower: 

Selling departments: 

Floor stocks deter- 

mined by the “retail” 

inventory method .. $ 75,000.00 

Reserve stocks deter- 

mined by “cost” 


10,000.00 


$ 85,000.60 
Other departments, de- 
termined by “cost” 


15,000.00 


$100,000.00 


ORD 
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Verification of Inventory Prices in Con- 
nection With Audit of a Retail Company 


By Mitcue tt F, 


ies previous papers in this group 
discussed the customary methods 
of valuing retail inventories and the 
verification of retail inventory quanti- 
ties for audit purposes. This one will 
consider the next and final phase, i. e., 
the verification of the inventory prices. 

At the outset, it is essential to recog- 
nize that the method of valuation in 
use should be consistent from year to 
year, so that results of operations are 
properly stated on a comparable basis. 
If the method of valuation is changed 
for any reason, the effect upon the 
operating results for the current year 
must be disclosed. 

You will doubtless recall the follow- 
ing points made in the previous papers: 
that, in addition to the listing of quan- 
tities, the inventorying arrangemenrits 
should provide for the recording of the 
age, physical condition, and salability 
of the merchandise; that, under the re- 
tail method, for the retail selling prices 
of the items ; and finally, that the inven- 
tory instructions should include an ex- 
planation of methods to be employed 
tor pricing. 


F. Munoer, C.P.A., is 
a member of our Society and of the 
American Institute of Accountants. 
He was graduated from the School 
of Commerce, Accounts and Finance 
of New York University with the 
degree of B.C.S. Mr. Munder is 
associated with the firm of Klein, 
Hinds and Finke, C.P.A’s. 

This paper was presented by him 
at a technical meeting held under the 
auspices of the Society’s Committee 
on Retail Accounting on May 19, 
1949, at the Engineering Societies’ 
3uilding. 
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Now, for a discussion of pricing veri- 
fication as it applies to the lower of 
cost or market method of inventory 
valuation which continues in use by a 
large number of retailers. We know, 
of course, that most large retail estab- 
lishments, of the department and chain 
store type, use the retail method of in- 
ventory valuation, and, in conjunction 
therewith, many employ the LIFO for- 
mula. The latter methods of valuation 
will be discussed later. 


Cost or Market, Whichever 
Is Lower 


Cost 


Cost comprises the invoice price re- 
duced by trade and quantity discounts, 
plus transportation charges, duty and 
custom charges, if any. 


The cost pricing on the first-in, first- 
out basis is verified by comparing the 
costs set forth in the inventory sheets 
with the prices shown on the most re- 
cent purchase invo‘ces, to the extent of 
accounting in full for the inventory 
quantities. On occasion, through refer- 
ence to comparatively old purchase in- 
voices, the auditor will conclude that 
certain items, in addition to those so 
described in the inventory sheets, 
should be classified as obsolete, out-of- 
style or discontinued merchandise. 


A perpetual inventory record may 
provide reliable costs of merchandise 
on hand at the inventory date, espe- 
cially when integrated or maintained in 
control with the general accounting 
records. It is sometimes acceptable in 
lieu of a physical inventory, when the 
record is periodically tested against 
physical quantities on hand and regu- 
larly adjusted for differences. The per- 
petual inventory system should be care- 
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fully studied by the auditor to ascertain 
that the system is adequate and that 
the records are properly maintained. 
These records should be tested through 
comparison of entries with the corre- 
sponding purchase, purchase returns, 
sales, sales returns, and other applica- 
ble items. All unusual entries, includ- 
ing overage or shortage adjustments 
made prior to the end of the period, 
should be thoroughly investigated. 


Market 


Market may be defined as the price 
at which goods may be acquired in the 
open market at the inventory date, in 
quantities ordinarily purchased. 

The inventory market pricing is usu- 
ally verified by comparing the value set 
forth with the price at which most re- 
cent purchases had been made, in- 
cluding those made subsequent to the 
balance sheet date. ‘This procedure 
should be supplemented by a study of 
quotations obtained from merchandise 
suppliers or trade publications or other 
authoritative sources, ascertaining, 
however, that the quotations do not 
represent distress sales prices or other 
extraordinary prices resulting from un- 
usual conditions which only temporar- 
rily affect actual values. Reference 
should also be made to sales made sub- 
sequent to the balance sheet date to 
verify that the market price does not 
exceed the selling price of the merchan- 
dise, reduced by costs of disposal (car- 
rying, selling and delivery expenses ) 
and generally also reduced for a profit 
margin, 


Internal check 

The effectiveness of the internal 
check system, as applied to the inven- 
torying, must be evaluated to deter- 
mine the amount of testing necessary to 
substantiate the pricing element, In 
any event, the auditor must make cer- 
tain, by a judicious selection of the 
items to be tested, that he will be in a 
position to establish therefrom a satis- 
factory conclusion relative to the sub- 
stantial accuracy of the inventory. 
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Pricing 

(1) When the inventory has com- 
paratively few items, all prices should 
be verified. 

(2) When the inventory has many 
items, verification may be made by 
test-checking some inventory prices on 
each sheet, including all relatively large 
items. The test should, of course, be 
sufficiently comprehensive to satisfy the 
auditor that the pricing is substantially 
correct. If significant differences ap- 
pear, the test should be expanded until 
the correctness of the pricing, after ad- 
justments have been made, is construc- 
tively established. 


Extensions 


(1) When the inventory has com- 
paratively few items, all of the exten- 
sions should be checked. 

(2) When the inventory has many 
items, tests should be made by check- 
ing all large items and some of the 
smaller ones on each sheet, and eye- 
testing the remainder. The scrutiny of 
both the small and large items includes 
mental association of the unit prices 
with the applicable articles. The auditor 
should be cognizant of the fact that 
clerical errors most frequently made 
include misinterpretation of fractions, 
misplacing of decimal points and mis- 
taken listing of units (such as a dozen 


for a gross). 


Footings 

(1) When the inventory consists of 
comparatively few sheets, all of the 
footings should be checked. 

(2) When the inventory consists of 
a large number of sheets, test-verifica- 
tion may be made by checking all re‘a- 
tively large footings, and eye-testing 
the remainder. 


Inventory summary 


The inventory summary must be 
completely checked for proper content 
and for arithmetical accuracy. All in- 
ventory sheet totals should be checked 
to the summary and all arithmetical 
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calculations appearing on the summary 
should be checked. All other items and 
adjustments which appear in the sum- 
mary should be subjected to the closest 
scrutiny and investigation. 


General ledger accounts 


General ledger accounts for inven- 
tory, purchases, sales and other items 
affecting inventory should be scruti- 
nized; particular attention should be 
directed to the cut-off of these accounts. 


Gross profit test 


The application of the gross profit 
test to the inventory serves as a rough 
check on the substantial correctness of 
the inventory. However, this test 
should only be applied where (a) a 
pattern reliably indicating the approxi- 
mate gross profit percentage has been 
established, and (b) information is 
available for making adjustments re- 
quired by variations from the pattern. 

If the current per cent of gross 
profit shows an important difference 
from that of prior years, the auditor 
will judge whether it can reasonably 
be attributed to changed economic con- 
ditions or possibly indicates inventory 
error. If the latter, additional investi- 
gation obviously must be made. 


Old, obsolete, shopworn and 
defective merchandise 


Such merchandise should be inven- 
toried at realizable value, if any, less 
cost of disposal and an additional de- 
duction to cover profit margin. (The 
latter is optional, depending on the val- 
uation method in consistent use.) The 
management’s slow-moving merchan- 
dise reports and the inventory aging 
should be studied for information rela- 
tive to such items. A comparison 
should be made, with corresponding 
items in prior inventories for informa- 
tion relative to the consistency in the 
ascertainment and treatment of such 
items, and the propriety of the valua- 
tion thereof. 
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Repossessed merchandise 


These items should be inventoried at 
their estimated selling price, less the 
cost of reconditioning and less carry- 
ing, selling and delivery expenses; but 
in no case should they be valued in 
excess of replacement cost. 


Hypothecated merchandise 


Merchandise pledged as security for 
financial or other obligations should be 
verified by direct confirmation in writ- 
ing. The notes to the financial state- 
ments should include reference to any 
such hypothecation arrangements. 


Merchandise situated outside 
the regular premises 


Verification of merchandise held by 
public warehouses and other outside 
custodians should be obtained by direct 
confirmation in writing; the informa- 
tion requested should include the quan- 
tities, descriptions, and condition of the 
merchandise, and the presence or ab- 
sence of liens or claims thereon. More- 
over, if the amount involved represents 
a significant portion of the current or 
total assets, additional information 
should be sought independently to es- 
tablish or verify the bona fide status 
and responsibility of the custodian. 


Advances on purchases 


Verification of these advances should 
be made by checking the evidence of the 
disbursement, by inquiring into its pur- 
pose and present status, and by ob- 
taining a direct confirmation through 
correspondence. The investigation may 
establish a need for a valuation reduc- 
tion as, for example, when the mer- 
chandise involved is determined to be 
of questionable sales value. Moreover, 
such an investigation may disclose the 
necessity for recording an additional 
liability in connection with items pay- 
able to the vendor. 


Merchandise in transit 
This is verified principally through 
the examination of purchase invoices 
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and receiving records for the period 
immediately prior and subsequent to 
the balance sheet date. 


Intercompany profit in inventory 


In connection with the preparation 
of consolidated financial statements, 
when merchandise is sold or trans- 
ferred at a profit to an affiliated com- 
pany or branch, the intercompany 
profit in inventory must be eliminated. 


Purchase commitments 


The amount of purchase contracts 
for future delivery should be deter- 
mined. In connection therewith, con- 
sideration should be given to the pos- 
sible need for a reserve, or a note to 
the financial statements, predicated on 
information disclosed by a comparison 
of the contract price with the market 
value of the merchandise involved at 
the balance sheet date and with the 
quoted price for similar goods at a 
pertinent subsequent date (for exam- 
ple, at the delivery date, if delivery has 
occurred before the issuance of the 
financial statements ). 


Inventory certificate 

It is accepted practice for the auditor 
to require an inventory certificate 
signed by authorized, responsible offi- 
cials of the company under audit. This 
certificate usually contains a classified 
summary of the inventory, and state- 
ments relative to the basis of valuation, 
the condition of the merchandise, the 
recording of liabilities for all items in 
the inventory, the hypothecation of 
merchandise contained in the inven- 
tory, purchase commitments, and the 
treatment of obsolete and slow-moving 
merchandise. These representations in 
writing serve to direct the attention of 
the client and the management to the 
client’s primary responsibility for the 
correctness of the inventory and the 
accounting records, and tends to exer- 
cise a salutary influence on their pre- 
sentation. The certificate does not, of 
course, relieve the accountant of any 
of his responsibilities. 
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Subsequent change in inventory 
market values 


If a material change occurs in the 
inventory market value after the bal- 
ance sheet date, but prior to the issu- 
ance thereof, consideration should be 
given to the establishment of a reserve 
or an explanation of the situation in a 
note to the financial statements. 


* * * 


Space limitation constrains me to 
terminate the discussion concerning 
pricing verification as it applies to the 
cost or market, whichever is lower, 
method of inventory valuation. As you 
know, most of the verification proced- 
ures discussed in connection therewith 
apply in whole or in part to other fre- 
quently employed methods of valuation 
of retail stocks, namely (1) the retail 
inventory method and (2) the LIFO 
formula used in conjunction with the 
retail inventory method. I shall now 
merely comment briefly on these 
methods. 


Retail Inventory Method 

Verification of the pricing of an 
inventory based on the retail inven- 
tory method requires a knowledge of 
the special procedures involved. Under 
this method all merchandise invoices 
are extended at both cost and retail 
prices, and a perpetual inventory rec- 
ord is kept departmentally of (a) the 
opening inventory at both cost and re- 
tail values, (b) merchandise purchases 
at both cost and retail prices, (c) mark- 
ups and mark-downs of the retail 
prices, and (d) the periodic and cumu- 
lative mark-on percentages. (Addi- 
tional items are tabulated in the per- 
petual inventory record, but this ex- 
planation has been confined to the prin- 
cipal factors.) 

The inventories are taken at retail 
prices, and are converted to an aver- 
age valuation at cost or market, which- 
ever is lower, by applying the comple- 
ment of the cumulative mark-on per 
cent to the physical retail inventory 
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figure for each department. Some or- 
ganizations reduce the resultant de- 
partmental figures for applicable cash 
discounts. 

You will recognize that this is a 
method which relies on averages, and, 
consequently, that the factors which en- 
ter into the calculation of the cumula- 
tive mark-on percentages are of utmost 
importance. Since the method contem- 
plates the determination of a conserva- 
tively valued closing inventory, mark- 
downs do not affect the cumulative 
mark-on percentages. Generally, the 
retail inventory method tends to pro- 
vide substantially a cost valuation in a 
rising market and a cost or market, 
whichever is lower, valuation in a de- 
clining market. 

Inasmuch as the efficient operation 
of the retail inventory method should 
produce a properly evaluated inven- 
tory, the pricing verification should 
concern itself principally with the veri- 
fication of the figures used in estab- 
lishing the book cumulative mark-on 
percentages, and correspondingly, the 
inventory and other figures dependent 
thereon. This may be accomplished in 
the following manner: 

(1) The opening book inventory, in 
total and by departments, should be 
checked with the closing physical in- 
ventory of the prior period. 

(2) The departmental totals for 
each classification (purchases; sales; 
mark-downs; provision for stock short- 
ages; transfers; returns, etc.) should 
be checked to the stock book summary. 

(3) The accumulated classified to- 
tals for accounts controlled in the gen- 
eral ledger (principally purchases and 
sales) should be checked thereto. 

(4) The underlying purchase, sales, 
mark-down, transfer and other related 
records should be tested for proper re- 


cording in the respective departmental 
make-up sheets. 

(5) The general arithmetical accu- 
racy should be test-checked, with par- 
ticular emphasis placed on the calcula- 
tions establishing the cumulative mark- 
on per cent. 

Consideration should also be given 
to providing a reserve for mark-downs 
in excess of normal taken after the bal- 
ance sheet date. 

If the difference between the phys- 
ical and book inventories is reasonable 
(based on business experience), a 
shortage adjustment entry should be 
made to bring the book inventory into 
agreement with the physical inventory. 
However, if the difference is large, in- 
vestigation should be made to deter- 
mine the causes therefor before making 
any adjustment. It may be necessary 
to retake the physical inventory in the 
departments reflecting large differences 
or to make a detailed check of the 
supplementary records to verify ine 
book figures of these departments. 


Lifo 

The subject of LIFO was thorough- 
ly explored in Mr. Bell's paper. In 
reference to retailers using the retail 
inventory method as a base for deter- 
mining the inventory valuation under 
LIFO, we can now appreciate that 
pricing verification procedures are re- 
quired, in addition to those discussed 
by me. These should principally com- 
prise a comprehensive check of the 
formula and related calculations by 
which the retail inventory method (ad- 
justed by use of mark-on percentages 
which take into account mark-downs 
as well as mark-ups) in conjunction 
with established price indices is used to 
attain LIFO, as prescribed by the Bu- 
reau of Internal Revenue. 


“G6” 
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Minimum Inventory Controls in 


the Apparel Industries 


By Jack FriepMAn, C.P.A. 


5 hp average apparel manufacturing 
concern is a copartnership or cor- 
poration, owned by two persons, with 
a capitalization of less than $50,000. 
Generally one owner handles the selling 
end of the business, while the other 
takes charge of production. Other per- 
sonnel in the organization consist of 
one or more stockroom and shipping 
employees, the bookkeeper, a salesman, 
a model and, if an “inside” shop is 
used, factory and production workers. 

Of course, as in every other industry, 
there are many larger enterprises in 
which the number employed range into 
the hundreds, as well as many smaller 
“one-man” businesses. 

After more than two decades of ex- 


perience with the problem of inventory’ 


controls in the apparel industries, [ 
have come to the conclusion that the 
success of any inventory system in this 
industry rests upon the shoulders of the 
management. If a garment manufac- 
turer is system-minded, and willing to 
devote diligent executive effort to the 
control of his inventories, elaborate 
forms are available to account for every 
yard of fabric received and for every 


Jack FrrepMAn, C.P.A., received 
his accounting education at New 
York University where he was elec- 
ted to Delta Mu Delta, honorary 
scholarship society. He has served 
on the Clothing Manufacturing Ac- 
counting Committee of the Society 
on many occasions since 1935, and is 
at present Chairman of that Com- 
mittee. 

Mr. Friedman is a partner in a 
prominent New York firm of Certi- 
fied Public Accountants, specializing 
in apparel accounting. 
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garment manufactured. If, on the 
other hand, the client is unable or un- 
willing to enmesh himself in the inevi- 
table details of system, it will be an 
utter waste of time to install such de- 
tailed controls. In the interest of eco- 
nomical operation the staff of employees 
is kept at a minimum, and there is very 
little spare time available for the keep- 
ing of detailed inventory records. 


Our purpose is to consider what 
minimum device may be undertaken by 
the accountant with due regard to the 
limitations of time, to safeguard the 
average apparel manufacturer from 
careless handling or theft of finished 
merchandise when as is generally true, 
the client will not maintain the control 
under his own supervision. 


In principle, such a system involves 
the cooperaton of the bookkeeper and 
the stockroom clerk with the account- 
ant in assembling the operating data 
and inventory figures in terms of quan- 
tities. The bookkeeper is instructed to 
add, in addition to the dollar volume of 
sales, the quantity of all garments 
shipped during the month. Invoices 
must be prepared for all merchandise 
given away as charitable contributions, 
etc. In like fashion, a tabulation is 
made of the quantities of sales returns. 
Records are maintained of garments 
and duplicates produced by the de- 
signer, if one is employed, and of sam- 
ples purchased from outside sources. 
The stockroom clerk is ordered to take 
a physical count of the finished gar- 
ment inventory, as at the close of busi- 
ness on the last day of every month. 
The cut-off serial numbers for the sales, 
sales return and contractor’s receiving 
records are indicated at the head of the 
inventory sheet for the accountant’s 
use. 
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Production of merchandise during 
the month is requisite information for 
this control. If the business employs 
outside contractors, only, to fabricate 
the garments, the system in this respect 
is very simple. Contractors’ invoices 
are rendered with each delivery of fin- 
ished merchandise. The bookkeeper is 
instructed to open a column in the Pur- 
chase journal to indicate the quantity 
of garments in each lot billed to the 
manufacturer. Invoices for merchandise 
delivered within a given month, only, 
are entered in the Purchase journal for 
that month. 

Where the apparel manufacturer has 
an “inside” shop, a different medium 
of determining production is employed. 
The final operation in the production 
of apparel is usually that of pressing 
the garment. Since pressers work, jn 
most cases, on a piece work basis, each 
presser must be instructed to maintain 
a daily record of garments pressed, 


which will be used for payroll, as well 
as inventory control purposes. If any 
other finishing operation is required 
after the pressing of the garment, a de- 
tailed record of the quantities involved 
in such operation must be made. In 
the case of manufacturing with both 
an “inside” shop and by contractors, 
each type of production control must be 
employed, 

The calculation accounting for gar- 
ments produced is made a regular part 
of the audit program. Each month the 
data assembled by the bookkeeper is 
test-checked, by having the staff comp- 
tometrist or junior accountant verify 
the footings of the quantities recorded 
in one or more of the records entering 
into the inventory control. 

A typical example of the form used 
in this method of accounting for pro- 
duction, taken from an actual case, is 
as’ follows: 


Accounting for Inventory and Preduction 


1. Finished garment inventory, at end of previous month.............eceeceeeeeees 615 
2. Garments completed during current month (total quantity of garments received 
from contractors, per the Purchase book; total quantity of garments pressed, 
taken from pressers’ record; or, where applicable, a combination of both)........ 5,254 
3. Original samples and duplicates completed during the current month (from 
4. Outside samples purchased during the current month (from Purchase book)...... 13 
5. Sales Returns ‘(tron Sales Return, 496 
Total Garments to be Accounted For..............seeee0 6,404 
== 
Accounted for as Follows: 
6. Garments shipped during the current month (from Sales journal)............... 5,116 
7. Garments contributed to charity bazaar, etc. (from Sales journal)............... 15 
8. Garments charged back to contractors for repair (from Contractor’s Charge book) 82 
9. Finished garment inventory, at end of current month...........ccccceceeceeeecs 1,180 
Difference representing a shortage unaccounted for.............0eeeeee 11 


In very few cases does the calcu- 
lation reconcile exactly. Among the 
causes contributing to the differences 
are: shipping clerks often pack into 
boxes more garments than are called 
for by the shipping memos; clerical 
errors in entering and adding the data 
frequently occur; thefts by employees 
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or outsiders are by no means uncom- 
mon; inventories may be miscounted 
and sales returns may be counted or 
recorded incorrectly. 

At this point, the accountant should 
be cautioned concerning the undertak- 
ing of this inventory control system 
from the economic standpoint. There 
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are so many factors that tend to create 
differences in the accounting that in- 
variably the time spent on the particu- 
lar engagement will rise and become 
out of proportion to the fee charged. 
The writer has experienced this situa- 
tion time and again. Recently a staff 
senior reported to the office that he had 
spent two extra days in tracking down 
a shortage of 260 odd ladies’ coats. The 
difference arose substantially from a 
transposition of figures in entering a 
large shipment from a_ contractor. 
While the error was being located the 
client was very uneasy, fearing perhaps 
that a theft had taken place. The ac- 
countant should discuss the fee ques- 
tion with his client, in this connection, 
and arrange for a basis dependent upon 
time spent. 

The benefits that result from such 
controls are practical and tangible, and 
well worth the efforts required. Of 
primary importance is the very real 
feeling of comfort and security en- 
joyed by both the client and the ac- 
countant in knowing that all garments 
produced have been duly accounted for. 
[ have seen business men become dis- 
traught upon discovering that a sea- 
son’s operation which should have been 
profitable from every visible stand- 
point, actually had resulted in a sub- 
stantial loss due to the “disappear- 
ance” of a large quantity of finished 
garments or piece goods. In such cases 
the discovery of the loss would result 
from a post-season review of the af- 
fairs of the business without interim 
monthly inventory accountings. 

Another practical benefit is the moral 
and psychological value of employees’ 
reactions to the inventory control. The 
danger of systematic thievery of mer- 


chandise is practically eliminated, and 
employees are inclined to be more care- 
ful and watchful when they know that 
their handling of merchandise is being 
controlled. 

Advantages also accrue from the 
banking and credit standpoint. It is 
obviously reassuring to a credit grantor 
to know that the manufacturer is con- 
ducting an efficient business at least to 
the extent of controlling finished in- 
ventories. 

And finally, I have found that the 
apparel manufacturer who has his in- 
ventory reconciled each month is gen- 
erally more wary of making heavy 
merchandise commitments, and less 
likely to take substantial markdowns 
at the end of a season. 

It may be argued that the device 
herein suggested is not broad enough 
to protect the client from other types 
of inventory disappearances. We have 
all heard of collusion between shipping 
clerks and truckmen with resultant 
losses in piece goods. We also know 
that unless contractors’ production and 
deliveries are carefully checked the 
manufacturer will certainly wind up 
poorer for this omission. It is recog- 
nized that the controls outlined above 
will not prevent such losses. 

However, we must return to the 
statement made earlier herein that in- 
ternal control of merchandise is primar- 
ily the responsibility of management. 

For the medium-sized, average ap- 
parel manufacturer, with limited per- 
sonnel, it is my belief that the accoun- 
tant can render a genuinely construc- 
tive service by instituting and main- 
taining the minimum inventory con- 
trols outlined above. 


An Adirondack View 


It's August in the Adirondacks, 

The lakes are covered with boats, 

The waters beneath contain only little ones— 

And the big ones that got away! 

No more do we see a fox or a deer on the 
highway, 

They have gone to safe places back in the 
wilds of the wilderness. 

On every paved road our visitors hurry, 
hurry, hurry, 


To get somewhere else; sometimes it’s the 
hospital, 

And sometimes it's—well, you fill in the blank. 

When Labor Day has come and gone, and 
vacations are ended; 

And the necessary week to recuperate is over; 

We will be seeing you-who-survive, at 
Saranac Inn, 

To confer and convive, and calmly consider 
some of our common problems. 


Leonarp HovucutTon, C.P.A., Of the Adirondack “Chapter” 
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Budgeting in the Apparel Trades 


By Locke Grayson, C.P.A. 


A” prudent apparel manufacturers 
are budget experts. From the earli- 
est days of quantity garment making 
here, a garment was never produced 
without a preliminary estimate of its 
cost. A basic axiom in the garment 
center has always been that a man who 
does not estimate his cost properly will 
not stay in business long. This prime 
cost estimate is one of the basic jobs of 
the top production man requiring a 
great deal of technical knowledge. A 
typical cutting ticket of a men’s suit 
manufacturer lists over 50 items such 
as, under-collar, sleeve-heads, wigan, 
curtain, silesia, stays and interlining. 

However, the labor cost estimate is 
greatly simplified by the piece work 
system. Where the labor is performed 
in a contractor’s factory, the unit price 
is agreed upon in advance. Very often, 
workers in the manufacturer’s own 
shop are also paid on a piece work 
basis. By adding the proper fringe 
labor cost, the labor cost (exclusive of 
cutting cost which depends entirely on 
quantity) may easily be predicted. The 
material yardage is also easily deter- 
mined in advance from the pattern. 

A garment is always made to sell for 
a specific price. As often as not, the 
production man finds his estimated cost 
is too high for his selling price. Nowa- 
days, little can be done to raise the sell- 
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ing price so the cost has to be attacked. 
Working with the designer and keep- 
ing in mind where and to whom the 
product is to be sold, the production 
man shaves the cost here and there. 
If the cost cannot be brought into pro- 
portion to the selling price, it must be 
abandoned and a new style created. 

As a regular part of all audit pro- 
grams the public accountant should 
scrutinize all cost computations no mat- 
ter how simple they may be or how 
limited his knowledge of the field. Even 
a superficial review may serve to elim- 
inate obvious errors that occasionally 
crop up. A cost calculation that misses 
a single item, such as trade discounts 
or fringe labor costs, or a cost estimate 
based on an arithmetical error may not 
only be valueless but if sufficiently re- 
lied upon, be actually dangerous. 

This estimate and analysis of prime 
cost by production men has been going 
on for generations. Within certain lim- 
its, the trade has considered the proc- 
ess satisfactory. But with the reintro- 
duction of competition that has taken 
place in the last year or two, an addi- 
tional spotlight is being thrown on 
overhead. And here is where the ac- 


-countant can be of further value. More 


and more, he is being asked for opin- 
ions and analyses, from simple ones 
like the effect of paying a higher rent, 
to more complex problems of how 
much would it pay to spend on adver- 
tising or whether it would be worth- 
while to use road salesmen. Some of 
the new men who have entered the 
industry during and after the war 
know they have to develop new ways 
of meeting competition. During the 
lush period, overhead rose sharply. 
Now as they watch their gross profit 
margins shrinking, manufacturers 
know that an efficient overhead may 
mean the difference between going out 
of business and remaining. Many of 
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us have seen cases in which so much 
was spent for advertising that only 
completely fantastic sales volume could 
have recouped this cost because of the 
low gross profit margins. Conversely 
we have seen comparatively small pro- 
motional expenditures yield excellent 
results. And finally, I have recently 
seen a case in which an advertising 
campaign gave such excellent results 
that a children’s polo shirt manufac- 
turer just couldn’t muster the cash 
necessary to expand production so that 
his fine advertising campaign resulted 
in much ill-will when he delivered six 
months late or had to cancel. A cash 
budget coupled with a flexible produc- 
tion estimate would have avoided this 
paradoxical situation. 

Though some attention is given to 
production scheduling, it seems to be 
generally underrated. Very often, a 
manufacturer will make a snap judg- 
ment and decide that enough will be 
sold to lower the cutting cost to rea- 
sonable bounds and that somehow the 
material will be available. Actually, 
some manufacturers are still forced to 
make very heavy advance purchase com- 
mitments. And unless they make plans 
to liquidate this liability, they may find 
themselves in an extremely frozen po- 
sition. 

A production schedule should be fig- 
ured by months, by general categories 


of products. First, a sales estimate by 


months must be made. This is done 
often by getting an individual estimate 
from each salesman or, in some lines, 
by setting a quota for each salesman. 
These figures are then adjusted by the 
sales manager or top executive based 
on his experience with each salesman 
or territory, and any new factors such 
as industry trends or unusual advertis- 
ing expenditures. Production must 
then be planned to build up a finished 
goods inventory to take care of esti- 
mated orders each month. Turnover 
must be estimated and sufficient inven- 
tory provided for the peak seasons 
characteristic of each type of garment. 
The availability of fabrics and other 
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materials must be assured in adequate 
quantities. Further, sufficient labor for 
an “inside” factory or enough contrac- 
tor facilities must be arranged, and ade- 
quate cash must be available to handle 
such a volume of business. 

Next to the prime cost, the cash 
budget is the phase of budgeting that 
has probably advanced the farthest. It 
is usually set up on a monthly basis. 
3ased on past experience, an estimated 
percentage of collections is applied to 
the sales of the previous month to de- 
termine the cash available each month. 
The expected demands again t that 
cash available are determined from the 
unit prime cost, the production sched- 
ule, and the overhead budget. Labor 
must be met at the end of each week: 
raw material in 30-60 days (©O days 
in some lines) ; rent, in advance; other 
expenses, perhaps on the 10th of the 
following month. Provision must be 
made for salaries and/or partners’ 
drawings. Tax payments must be an- 
ticipated. Finally, an extra amount de- 
pending on the experience of the busi- 
ness must be provided as a general 
reserve. The difference between an- 
ticipated expenditures and the cash 
expected to be available is the addi- 
tional amount of cash required (often 
met by temporary bank loans) or the 
extra cash available. 

Another method of developing a cash 
budget where a thorough income and 
expense budget has been prepared, is to 
adjust such profit and loss items to a 
cash basis. Years ago, the only concern 
in the management of cash was that 
enough be available. But with the en- 
actment of Section 102, by which a 
corporation may be penalized primar- 
ilv for having too much cash, the job 
of the cash budget is to plan to have 
“not too much, not too little, but just 
enough.” 

The apparel trades are characterized 
by extreme instability. It has heen 
found that cash budgets generally work 
out well except where extreme varia- 
tions in sales occur. Many firms find 
it advisable to prepare two budgets: 
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one a long term budget covering a full 
season or a fiscal year; and the other, a 
supplementary informal estimate of the 
cash position made at the end of each 
month covering the following month. 


A seasonal industry must rely on 
the temporary bank loans to tide it 
over the peaks. Today we are greeted 
on all sides with a tightening of credit. 
Many lending institutions find the 
usual financial statements, the Balance 
Sheet and the Statement of Income, 
Profit and Loss, insufficient because 
they deal only with the present and the 
past but provide no guidance for the 
future, and it is to the future that the 
lender must look for repayment. A 
carefully prepared budget will go a 
long way towards convincing the pros- 
pective lender, since it shows in detail 
just how the borrower expects to be in 
a position to repay the loan, The cus- 
tom of rendering periodic comparisons 
of actual detailed income, expenses, 
and cash transactions with a previously 
submitted budget may become wide- 
spread if there is a further restriction 
of trade credit. 


The big question mark in the gar- 
ment industries is quantity. Just as 
the proverbial chain is no stronger 
than its weakest link, so your budget 
may be worth little more than the 
validity of your quantity estimate on 
which it is based. While previous 
sales, general market conditions in the 
industry, and the considered judgment 
of a successful manufacturer offer clues, 
only a crystal ball in good working 
order could give a volume figure on 
which one might rely completelv. A 
conservative accountant may minimize 
quantity surprises by an adequate flex- 
ible budget. Simply stated, a flexible 
budget consists of several complete 
budget svstems, each based on a differ- 
ent production estimate. 

Modern apparel industries are built 
en the fact that huge quantities can be 
cut at once, making the cutting cost per 
unit negligible compared with cutting 
an individual garment. Hundreds of 


pieces of cloth can be cut with one 
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stroke of the knife. In addition to this 
basic element of prime cost, the cutting 
cost, there are the usual fixed costs of 
any industry that vary little with great- 
er or lesser quantity such as salaries, 
rent, electricity, telephone, and station- 
ery. Besides showing his client what 
his estimated unit profit or loss, total 
profit or loss, and cash position would 
be, based on the expected volume, a 
conservative accountant should be pre- 
pared to show the effect of a variation 
of 10%, 25%, and even 50%. One 
figure in which a manufacturer is al- 
ways interested is his break-even point 
in terms of sales, the minimum quantity 
he has to sell to avoid a loss. 

Because of the narrowing profit mar- 
gins in some industries, we are witness- 
ing a new emphasis on cost. Every 
practitioner knows that when he hands 
any business man a statement having a 
surprising result, he should be pre- 
pared to reconcile his results with what 
was expected. “Wherein lies the differ- 
ence?” might be considered the accoun- 
tant’s battle cry. Manufacturers, who 
in planning a season necessarily esti- 
mate their profits, are beginning to 
show curiosity as to how closely the 
accounting profits approximate their 
own preliminary estimates. For the 
first time, there is serious talk in the 
industry of the feasibility of a com- 
plete cost accounting system to answer 
that and many other questions. 

* * * 


Budgeting in the apparel trades is 
making great strides. Generally only 
the prime cost has received attention in 
the past. Today, attempts are being 
made to gain a better control of over- 
head because of the pressure of grow- 
ing competition, and the use of esti- 
mates of the future cash position have 
become widespread. 

The return of competition and insta- 
bility of sales and production has re- 
sulted in a more flexible state of mind 
in garment trades planning. This in- 
terrelationship of flexible production 
schedules, cash required, and sales ef- 
forts is being worked out in practice 

(Concluded on page 569) 
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Accounting for Excessive Labor Costs 


in the Clothing Industry 


By SAMUEL S. REss 


ery determination of the labor cost 
of producing clothing should be 
analyzed currently in order to avoid 
the pitfalls of large losses not uncov- 
ered until after the close of the manu- 
facturing season. While in the men’s 
and boys’ clothing industry the rates of 
pay are generally fixed according to a 
Union price list established for each 
operation, either on a piece rate or on 
a time basis, the introduction of a com- 
bined piece rate plus a “25 cent an hour 
cost of living bonus” has resulted in a 
loss of control over labor costs in many 
clothing factories during a period of 
low production. 


It is very important to determine 
whether the high labor cost in produc- 
ing an overcoat is due to the fact that 
the coat was made during a week when 
the normal capacity of the shop 
amounted to 1000 units but, because of 
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insufficient work available, only 500 
units had been produced, or is due to 
another factor. The difference in labor 
cost per unit can best be visualized by 
this illustration : 

Assume that the price paid to the 
coat manufacturer for the making of 
the coat is $12.00; also, that the price 
list, consisting of the sum total paid 
for all direct labor operations in mak- 
ing up the coat, is $7.15, exclusive of 
the 25 cents per hour cost of living 
bonus which must be paid to each 
worker. During the week when 1000 
coats are produced in the shop the 
price list labor cost totals $7,150. 25 
cents an hour paid to 100 employees 
for 36 hours amounts to $900; when 
added to the direct labor cost of $7,150 
it makes a total labor cost of $8,050, or 
$8.05 per coat. 

If, during the same 36 hour work 
week, only 500 coats were produced, 
the labor cost would be determined as 
follows: 500 times $7.15 would be 
$3,575, plus 25 cents an hour for 36 
hours for 100 employees, making a 
total of $900. This results in a total 
labor cost of $4,475 for the 500 coats, 
or $8.95 a coat. The 90 cents differ- 
ence in labor cost between the cost of 
the coat made during a week when 1000 
units are produced and the week when 
only 500 units are produced results in 
a loss of $450 in excessive labor cost, in 
addition to the loss on overhead. 

The excessive labor cost due to in- 
sufficient production should be com- 
puted by accountants for their clients 
and properly stressed in the report. 
The client may then attempt to make 
his customer pay a higher price for 
manufacturing the garment during pe- 
riods when insufficient work is pro- 
vided. 

Such an analysis may also be used 
for the purpose of demonstrating that 
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labor costs are too high during periods 
of low productivity, so that some other 
arrangement in paying for labor may 
be made. Another alternative might be 
to cut down on the number of employ- 
ees on the payroll during a week when 
there is insufficient production. This 
latter alternative may be impossible 
because of the system followed in man- 
ufacturing the coat. Regardless of 
which one or combination of the fore- 
going alternatives is suggested, it is 
essential that the situation be pointed 
up in the report. 

Another frequent and more obvious 
cause of high labor cost in producing 
the garment results from putting in 
extras in the manufacture of the gar- 
ment, such as additional hand stitching, 
pleats, belts, cuffs, etc., for which labor 
must be paid but for which items no 
additional charge is made to the manu- 


facturer. An analysis of the labor cost 
records should be made and the amount 
of these “extras” should be reported. 
The report could then serve as the 
basis for obtaining an additional allow- 
ance for providing these extras in the 
manufacture of the garment. 

A regular annual report of labor 
costs and income should be prepared 
listing for each month the total cost of 
factory labor alongside of the total 
gross sales for work produced. An- 
other column should indicate the num- 
ber of units produced during each 
month. This type of report would point 
up the months during which losses are 
incurred. The labor cost and the 
amount of income per unit produced 
could be obtained for each month by 
dividing the total number of units into 
the factory labor figure. A typical re- 
port would read as follows: 


Analysis of Factory Labor Cost and Income 


Column 1 Column 2 


Column 3 


Month Gross amount of factory labor Gross amount charged for work done 
Column 4 Column 5 Column 6 
Number of units produced Labor cost per unit Amount charged per unit 


Such an analysis for the twelve 
months should also show the unit cost 
for the whole year and the average 
amount collected for each unit pro- 
duced during the year. Where a unit 
cost during any one month, or the 
amount collected per unit during any 
one month, shows a very large differ- 
ence from the annual unit cost, the dif- 
ference may indicate that an error had 
been made in computing the payrolls 
during the month in question or during 
one of the weeks in that month, or else 


that through an error a charge had not 
been made for work that had been pro- 
duced during that month. 

The accountant should then have a 
more detailed check-up made either of 
the payroll or the amounts charged 
during those months that showed great 
differences. In this way, through this 
type of special report, the accountant 
may better serve his client and avoid 
some of the frequent causes of high 
labor cost incurred in clothing manu- 
facturing shops. * 
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(Continued from page 567) 


with a greater degree of success. 

In all this new emphasis the accoun- 
tant, who was at most an arithmetic 
checker when all the planning done 
consisted of snap prime cost estimates 
based solely on the technical knowl- 
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edge and judgment of production men, 
is now finding himself called upon to 
assist in planning flexible cash and 
production schedules and in comparing 
budget or other estimated figures with 
actual results. 
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Inventory Control Off Premises 


By Max Goopman, C.P.A. 


& recent years, many clothing manu- 
facturers have found it advantage- 
ous to maintain buying, selling and ad- 
ministrative offices in the heart of met- 
ropolitan centers, but to have their 
manufacturing facilities away from the 
large cities. The geographical location 
of management in one place and pro- 
duction in another makes the need for 
adequate and for pertinent information 
regarding piece goods, in-process mer- 
chandise, and finished goods inven- 
tories essential to effective business 
management. 

There are two types of manufac- 
turers whose operations will be dis- 
cussed in this article. 

I—The manufacturer who receives 
his piece goods in his own city plant, 
has it cut in his own premises, and then 
sends the cut goods (together with the 
necessary trimmings) to an outside con- 
tractor or to his own out-of-town plant. 
In this case it will be assumed that the 
merchandise is returned to the metro- 
politan office for shipping. 

manufacturer whose piece 
goods is sent by suppliers direct to his 
out-of-town plant, where the merchan- 
dise is cut, manufactured, and shipped 
direct to customers. 


I 


In the case of the first manufacturer 
referred to above, the problem of in- 


Max GoopMAN, C.P.A., has been 
a member of the Society since 1942, 
and is a member of our Commit- 
tees on Clothing Manufacturing 
Accounting and on Real Estate 
Accounting. 

He was graduated from The Col- 
lege of the City of N. Y. (B. A.) in 
1918, and has been engaged in pub- 
lic practice under his own name in 
New York City since 1922. 


570 


ventory control off premises is very 
simple. The cutting ticket is prepared 
under managerial supervision, and it 
discloses the pertinent details of the 
garments to be made, including style 
number, size assortment, and the quan- 
tity for each size. These cutting ticket 
books are printed in quadruplicate, 
numbered consecutively. All copies must 
be numbered. Three of the copies are 
perforated so that they may be torn out. 
One copy has no perforations and re- 
mains in the bound book for permanent 
reference. The copies may be printed 
on different color paper for easier iden- 
tification. 

In shipping the cut goods to the 
contractors or out-of-town plant, the 
original copy of the cutting ticket, 
together with all instructions to the 
plant manager, is sent with the cut 
goods. One copy of this ticket is sent 
to the shipping department with de- 
tailed instructions added on the reverse 
side regarding the disposition of these 
garments when they arrive from the 
contractor or out-of-town plant. Of 
course, where goods are cut for stock 
(and not against specific orders), this 
system would have to be modified 
to meet that situation. 

When the bookkeeper receives notice 
from the receiving department that the 
finished garments have been received, 
a check-up is made against the perma- 
nent (bound) copy of the cutting ticket, 
indicating thereon any shortages or 
damages. 

If there is a balance of garments 
due or some shortages to be accounted 
for, these are noted and the cutting 
ticket remains open until the balance is 
fully accounted for. If a contractor’s 
bill is rendered, the date, number and 
amount should be indicated on the cut- 
ting ticket as a further check. The 
ticket that is completely cleared and 
checked should be either stamped 
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prominently with a special stamp or 
checked with a colored pencil, so that 
no time need be lost in finding the 
outstanding or in-process cutting 
tickets. 

The management (or the account- 
ants) may at any time get a book in- 
ventory of the merchandise in the con- 
tractors’ or out-of-town plants by tabu- 
lating all the open items in the cutting 
books. 

In the foregoing case, the writer has 
limited himself entirely to the control 
of the inventory off the premises, and 
has made no effort to include account- 
ing for piece goods on the manufac- 
turer’s premises or in the disposition of 
the finished garments after their return 
from the out-of-town plants. 


II 

In the case of the manufacturer who 
maintains his plant in a distant loca- 
tion, away from his administrative of- 
fices, the problem of inventory control 
becomes more involved. 

The management is primarily in the 
city, and purchasing and selling are 
done through the city office. The books 


are kept in the city. Piece goods are 
bought through the city office, but 
ordered shipped direct to the out-of- 
town plant. Cutting, manufacturing 
and shipping are done at the out-of- 
town plant. Sales are billed and inven- 
tory records are kept at the plant. 
Duplicate bills and inventory control 
records are sent daily to the city office. 
Physical inventory under management 
supervision is taken periodically. 

The inventory records which must 
be kept are as follows: 


Piece Goods Disposition Record 

This record should be kept in a mul- 
ti-column journal. Separate pages 
should be used for each different type 
of material and, in some cases, it may 
be desirable to use individual sheets for 
different contracts for similar materials. 
Each sheet is headed by a description 
of the material to be accounted for. 

Let us assume that the receiving de- 
partment reports to the inventory clerk 
the proper receipt of 10,000 yards of 
Material #1 from supplier A. The “in- 
coming” section of the inventory rec- 
ord would show: 


MATERIAL #1 


Date Supplier No. Yards 
1/3/49 A 10,000 
Following instructions from the 


main office, the cutting department pre- 
pares numbered cutting tickets in quad- 
ruplicate, indicating the lot or style 
number, the number of dozen cut, color, 
description of piece goods used (includ- 


Approx. Total 


Cutting Total Yds. Yds. 

Ticket # Style# Dz. Cut per Dz. Used 
100 210 180 7 1260 
103 440 150 10 1500 


Daily (or as often as required) the 
piece goods inventory should be reca- 
pitulated on a Summary Piece Goods 
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Color #2 
4,500 


Color #3 


2,000 


Color #1 


3,500 


ing name of supplier), and the yard- 


age used. 
The record which constitutes the 
next (“outgoing”) section of the Piece 


Goods Disposition Record would 
show: 

Color 1 Color 2 Trans. to 

Dz. Yds. Dz. Yds. ‘Fin. Gds. 

180 1260 1/10/49 

75 750 75 750 1/12/49 


Inventory Record. An illustration of 
this form follows: 
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Summary of Piece Goods Inventory Record 
Material #1 


Colors 
Description of Materials Total Yds. Red Green Yellow Blue Pink 
Inventory—12/31/48 .... 10,000 4,000 3,000 1,000 800 
Received—1 /3/49 
ere 8,250 1250 2,500 2,000 2,000 500 
5,000 5,000 — — — 
6,000 1,000 2,000 2,000 — 1,000 
Total yardage to be Spies 
accounted for ......... 29,250 11,250 7,500 5,000 2,800 2,700 
Less— 
Cutting Ticket #100..... 1,260 — 1,260 — — — 
1,500 — 1,500 — — 
2 2,160 720 — 720 720 — 
; 1,440 480 — 480 480 — 
Total Yardage Cut....... 6,360 1,200 2,760 1,200 1,200 a 
Balance—1/3/49 ........ 22,890 10,050 4,740 3,800 1,600 _ 2,700 


This should be filled in at the end the factory cutting ticket representing 
of each day for each type of material completed garments is sent to the in- 
in which some goods were received or ventory clerk. 
cut. If no changes occurred, the report The inventory clerk first checks off 
should mention the total balance of the Piece Goods Disposition Record 
previous day with the notation, “No with a prominent check mark next to 
Change.” the cutting ticket number. This is a 

While the merchandise is in process Signal that this material is no longer in 
of manufacture the work-in-process in- process, but completed. A column is 
ventory may be tabulated from the also used to indicate the date that the 
Piece Goods Disposition Record by lot was completed and the undated lines 
listing those cuttings which have not would indicate the uncompleted or in- 
yet been returned as completed to the Process goods. 
shipping department, — Finished Goods Control Record 

At any time an inventory of piece 
goods may be obtained by the simple 
process of taking the difference between 


For finished garments, a ledger sheet 
is set up for each style number. These 
the “incoming” and the “outgoing” items are entered as debits from the 
sections of the Piece Goods Disposition completed cutting tickets _while sales, 
Chet tabulated from the sales invoices, are 
posted either individually or by daily 
summaries as credits. The difference 
between the debits and the credits rep- 
resents the number of garments in 
stock. Returns from customers must 
be posted as debits to these accounts. 

A summary control sheet of these 
various style numbers showing both 
the additions and the dispositions 
(sales) should be sent promptly to the 
main office. 

In the case of certain manufacturers, 


When the factory completes the 
work on a cutting ticket, it checks off 
the quantities and indicates on the fac- 
tory copy of the cutting ticket the date 
when work was completed, any short- 
ages or damages, as well as any other 
data that the factory manager consid- 
ers important enough to note. The 
factory copy of the cutting ticket is 
then sent, together with the finished 
garments, to the shipping department. 


Here, the quantities are checked and (Concluded on page 592) 
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Some Recent Decisions Under Section 1 07(a) 


By Jack Scutosser, C.P.A. 


eg 107(a), as many of us know, 
is a relief provision inserted into 
the Code to ameliorate the severe tax 
burden incurred by a taxpayer receiv- 
ing in one year lump-sum compensa- 
tion for services rendered over an ex- 
tended period of time. The section was 
amended to read as it does today by 
the Revenue Act of 1943 and made 
retroactive to taxable years beginning 
after December 31, 1940.* The law in 
existence prior to this amendment was 
similar in principle, but varied in the 
length of the service period and in the 
percentage of compensation required to 
be received in one year in order to 
qualify. 


Although the law is simply stated 
and the regulations thereunder exten- 
sive and replete with illustrative exam- 
ples, questions of calculation and 
eligibility have constantly been raised, 
subjected to litigation and decided by 
the courts. As a result a constantly 
expanding body of law has arisen 
which can guide the practitioner with 
reasonable clarity through the apparent 
ramifications of Section 107(a). 


Jack Scutosser, C.P.A., a mem- 
ber of our Society, is with the tax 
department of a prominent firm of 
certified public accountants. 

Mr. Schlosser graduated 
from The City College (New York) 
School of Business and Civic Ad- 
ministration in June, 1939, with the 
degree of B.B.A., magna cum laude. 


* SEE. 107(a):: 


Calculation of Tax 


With respect to the problem of cal- 
culating tax under this provision, some 
recent cases have continued to shed 
light on this matter. In the case of 
Guy C. Myers v. Commissioner, 12 
T.C., No. 83, April 28, 1949, the Tax 
Court found Section 107(a) applica- 
ble to five items of income reported by 
the taxpayer in his return. In com- 
puting tax under Rule 50 it developed 
that his ultimate tax liability would be 
less if this section were applied to only 
one of the items rather than to all. The 
Tax Court held in a remarkably clear 
and liberal decision that the petitioner 
may elect to accept or reject Section 
107(a) relief on any or all of his sepa- 
rate items of income subject to such 
calculation, the sole purpose of such 
election being the determination of the 
smallest possible tax. It would appear, 
therefore, that the election to employ 
the provisions of Section 107(a) is not 
binding upon the taxpayer. Further, 
the taxpayer confronted with several 
items of income subject to Section 
107(a) relief need not consider the 
desirability of this section on an over- 
all basis but may apply it to one, sev- 
eral or all of these items in whichever 
manner produces the best results. 

This decision may represent the solu- 
tion to a problem raised in the minds 
of many practitioners as a result of the 
Revenue Act of 1948. Where a hus- 
band and wife are both recipients of 
Section 107(a) compensation, and both 
desire to file a joint return, Will the 
election to calculate tax under Section 
107(a) be binding upon both or may it 


“Tf at least 80 per centum of the total compensation for personal services covering a period 
of thirty-six calendar months or more (from the beginning to the completion of such services) 
is received or. accrued in one taxable year by an individual or a partnership, the tax attribu- 
table to any part thereof which is included in the gross income of any individual shall not 
be greater than the aggregate of the taxes attributable to such part had it been included in 
the gross income of such individual ratably over that part of the period which precedes the 


date of such receipt or accrual.” 
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be elected by one. The Myers decision 
would apparently indicate that the elec- 
tion of Section 107(a) can be made by 
either husband or wife or both, depend- 
ing upon which produces the best 
results. 

In another decision recently issued, 
it was held that the redistribution of 
Section 107(a) income affects adjusted 
gross income and not merely net in- 
come. This effect holds true not only 
in the year of receipt but in the prior 
years to which said compensation is 
allocated. Thus, the medical expense 
deduction in the year of receipt was 
held, in this case, to be the amount in 
excess of 5% of adjusted gross income 
“including in adjusted gross income 
only so much, if any, of the fee as is 
being subjected to tax in that particu- 
lar computation.” Presumably this 
same conclusion would be true in each 
prior year subject to recalculation un- 
der Section 107(a). (Edward C. & 
Margaret B. Thayer, 12 T.C., No. 105, 
May 20, 1949.) 


The findings of the court in this case 
are especially interesting in the light of 
a letter ruling issued by the Commis- 
sioner of Internal Revenue dated Janu- 
ary 26, 1945, wherein it was held that 
the 15% charitable contribution limita- 
tion applied to the total adjusted gross 
income of the year of receipt before 
allocating any portion of the Section 
107(a) income. In the light of the 
Thayer decision this prior ruling may 
be of doubtful validity. 


Eligibility for Relief 


The recent cases deciding the appli- 
cability of Section 107(a) to the re- 
spective taxpayers in question have 
continued to stress the exactitude with 
which the Treasury Department ap- 
proaches this section of the law. Only 
those who can establish beyond a doubt 
that the facts and figures of their re- 
spective situations fall within the pur- 
view of Section 107(a) can hope for 
success, 

Where a corporation executive re- 
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ceived a bonus paid in capital stock in 
recognition of his successful manage- 
ment of a reorganized corporation, the 
Commissioner held that this payment 
must be combined with his regular 
compensation in measuring whether he 
had received 80% or more of the total 
compensation in one year. The court 
sustained the Commissioner in holding 
that his services as an executive for 
the corporation in question were not 
separable. (George J. Hoffman, Jr. 
et al, 11 T.C. 1057, December 22, 
1948. ) 

In another case a trustee filed an 
intermediate accounting and received in 
that year commissions in an amount 
exceeding 80% of the total commissions 
received to date. In his return for that 
year said trustee applied the provisions 
of Section 107(a). However, his serv- 
ices as trustee continued beyond that 
year as did his compensation. It was 
determined that the compensation re- 
ceived in the year of the accounting did 
not exceed 80% of the total compensa- 
tion for all services rendered as trustee 
both before and after the filing of the 
tax return in question. Relief under 
Section 107(a) was, therefore, denied. 
Thus the court clearly established that 
all of the payments received and all of 
the services rendered under a contract 
of employment must be considered in 
testing the applicability of Section 
107(a), including those made after the 
year wherein benefit is claimed. (Ralph 
E. Lum 12 T.C., No. 54, March 18, 
1949.) 

The Tax Court followed its Lum 
decision closely when it held that at- 
torneys’ fees received by the petitioners 
in 1943 as counsel for receivers were 
less than 80% of their total compensa- 
tion after including amounts received 
in years prior and subsequent to 1943 
for continuous legal services in the 
same receivership. Consequently Sec- 
tion 107(a) was deemed inapplicable. 
It becomes obvious that a claim for 
Section 107(a) relief may be perfectly 
in order in the year requested yet fail 
because of subsequent events. (IVilliam 
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J. Morrison, Jr. et al, 12 T.C., No. 92, 
May 4, 1949.) 

Services rendered after the payment 
of compensation must be considered in 
measuring the 36 month period re- 
quired under Section 107(a) even 
though no subsequent payments are re- 
ceived for said services. (Dupuy G. 
Warrich et al v. Commissioner C.C.A.- 
8, April 21, 1949.) 

The Tax Court in still another de- 
cision set forth a series of principles 
which should prove of great value in 
assisting practitioners in determining 
the applicability of Section 107(a) to 
any given situation. The court stated: 


1. Promoters’ services constituted 
“personal services” rendered as con- 
templated in Section 107(a) despite the 
fact that during the course of the serv- 
ices in question it was necessary for 
the practitioner to perform some bank- 
ing services. It was held that these 
latter operations were made necessary 
and grew entirely out of the contract 
of employment. 


2. Services, for purposes of meas- 
uring duration under Section 107(a), 
may begin prior to the written contract 
of employment. “It is a matter of com- 
mon knowledge that a large proportion 
of professional employment does not 
occur under accurate contracts stipu- 
lating in advance the terms of pay- 
ment.” 

3. Services performed prior to the 
creation of a business relationship be- 
tween employer or client and the per- 
son rendering the service will not be 
considered in measuring the term of 
service for Section 107(a). 

4. Services need not be of the same 
nature throughout the period of em- 
ployment. 

5. The number and identity of the 


persons to whom services are rendered 
need not remain fixed and the same 
throughout the period of employment 
in order to qualify for Section 107(a) 
relief. 


6. Payment for the services in ques- 
tion need not be made by the party 
benefited or in proportion to the bene- 
fit received. 

(Guy C. Myers 11 T.C. 447, Sep- 
tember 28, 1948.) 

The taxpayer was upheld by the Tax 
Court where it was determined that he 
had been active in unsuccessful at- 
tempts to sell stock for a period of 3% 
years under an arrangement whereby 
commissions were to be paid by the 
vendor. Subsequent thereto the tax- 
payer introduced the vendor to another 
broker who sold the stock in question 
in a deal wherein the vendee paid the 
commissions. Taxpayer received one- 
half of this commission. He was al- 
lowed to apply the relief provision of 
Section 107(a) even though two differ- 
ent contracts of services were involved 
and despite the fact that the payer was 
different from the person contemplated 
and designated as such in the original 
arrangement. (James D. Gordon 10 
T.C. 772, May 6, 1948.) 

Section 107(a) is one of the provi- 
sions of the Internal Revenue Code 
which may be of more than aca- 
demic interest to practitioners. Not 
too infreqently accountants and lawyers 
are confronted with a personal situation 
which may fall within the provisions 
of Section 107(a). When this occurs 
a knowledge, not only of the manner 
of computation, but of the principles 
involved in determining eligibility may 
then become of paramount importance. 
A study of the cases in point, such as 
the one herein presented, may be of 
great value. 
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A Note on the Tax Treatment of the Cost 
of Taxicab Medallions Issued by 
the City of New York 


By WALTER J. SCHNEIDER, C.P.A. 


pre the post-war years, a flour- 
ishing business in the sale of med- 
allion rights has been carried on in the 
taxicab industry. These medallion 
rights, which carry with them the fran- 
chise to operate a taxicab in the City of 
New York, are renewed annually by 
the New York City Hack Bureau for a 
fee of $10.00. The Hack Bureau does 
not restrict the transfer of such rights, 
whether it be a fleet or an individual 
medallion that is being transferred, so 
long as Hack Bureau regulations are 
adhered to. 

Such medallion rights have sold, 
during the post-war years, at various 
prices, ranging between $2,000 to 
$5,000. The reasons for this “yellow” 
market in these rights are many, First, 
the post-war boom gave rise, as in 
other industries, to greater profits than 
ever before experienced in the taxicab 
industry. While costs also may have 
risen, they have never quite caught up 
to the receipts. In addition to the profit 
factor, the City of New York decided 
not to issue any additional medallions, 
thereby restricting and limiting compe- 
tition to those already in posession of 
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such medallion rights. As a result, the 
demand, arising out of the profit incen- 
tive, playing itself against the restricted 
supply of new medallions, and taking 
into account the inflationary economic 
condition of the country as a whole, 
gave rise to the heavy traffic in sale of 
medallion rights. 

Prior to the post-war period, medal- 
lions were available to all those who 
applied for them to the Hack Bureau 
and could meet its requirements. Many 
large companies, because of the lack of 
business, “laid-up” their medallions. 
During this period, the medallions had 
little or no sales value. 

Before proceeding into a discussion 
of the treatment of such rights, it is 
important to note that the Hack Bureau 
requires that with the transfer of each 
medallion right, a taxicab be also trans- 
ferred. The condition of the taxicab 
so transferred is of no consequence. 
Suffice it to say that taxicabs trans- 
ferred with such rights have been sold 
as junk for $100 a taxicab. As a result 
of this practice, no problem presents 
itself for the setting up of the value of 
the taxicab transferred. The taxicab 
is capitalized at its realizable value with 
no gain or loss resulting from such 
sale. 

The problem therefore resolves it- 
self into determining the treatment of 
the balance paid for the medallion right 
along one of three alternative lines: 

1. As an expense in the year of pur- 

chase; or 

2. As a capital expenditure and not 

amortized over any period of 
time; or 

3. As a capital expenditure to be 

amortized over a reasonable per- 
iod of time. 

It is interesting to note that, since 
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at the present period there are no de- 
cisions or specific regulations on the 
treatment of the purchase of such me- 
dallions, one can look only to the regu- 
lations or decisions concerning intang- 
ibles, or to the use of accounting theory 
as a method of interpreting these 
regulations. 

Regulation 
indicates that 

“intangibles, the use of which in the trade 

or business, or in the production of income 

is definitely limited in duration may be the 

subject of a depreciation allowance.” 
The regulations also indicate that when 
such intangible is acquired and it is 
known from experience that its value 
can be estimated with reasonable cer- 
tainty, such intangible can be amortized 
provided a'l the facts are fully shown 
and disclosed in the return. 

The accounting textbooks state con- 
clusively that where the life of an 
intangible is limited, it should be 
amortized over its expected life. The 
purpose of such treatment is to attempt 
to charge to income annually the bene- 
fits resulting from the acquisition of 
such intangible. 

As a result of the foregoing, the first 
method, wherein the cost of the intang- 
ible is expended in the year of acquisi- 
tion, will not find favor either with the 
Bureau of Internal Revenue or with 
proponents of sound accounting theorv. 
A medallion purchased in 1949 will 
have a realizable sales value for a per- 
iod of over one year and, for that rea- 
son, a life expectancy of over one vear. 
To charge off the medallion would have 
the effect of overburdening 1949 in- 
come and would distort future income 
statements where the medallion. still 
had a realizable value. 

The second method would have the 
opposite effect. Income charges during 
the life of the medallion would be 
understated, wherein the year in which 
the value of the medallion was deemed 
worthless would bear the brunt of the 
loss on the original cost. 

It would seem to the writer, there- 
fore, that the cost of medallions should 
be written off over a reasonable period 


III, Sec. 29.23(1)-3, 


1949 


of time that would allow for proper 
annual charges to income and would, 
with reasonable certainty, attempt to 
estimate the realizable life of such 
medallions. 

Such estimate should take into ac- 
count conditions within the taxicab 
industry itself, local regulatory action 
directly affecting the industry, and the 
economic condition of the country. 

Conditions within the industry indi- 
cate a decrease in net income for the 
industry for the following reasons: 

1. Decrease in daily bookings. 

2. Probable increase in drivers’ 
salaries through increases in 
drivers’ percentages and other 
fringe benefits brought about by 
possible union activity. 

3. Increases in operating expenses. 


In addition to these factors, it may 
well be that the local authorities may 
decide to issue additional medallions. 
This would put more taxicabs on the 
streets competing for the taxicab trade. 

At the present time the country is 
experiencing a general deflationary 
condition and drops in prices of all 
types of items. 

For the above mentioned reasons, it 
would seem that within two to four 
years, the value of medallions will re- 
vert to what they were prior to 1945. 
Prior to this period, medallions had 
little or no sales value. 

While such estimated realizable life 
may appear to be an arbitrary conclu- 
sion, factors from within and from 
without the industry give credence to 
the conclusion that such determination 
is reasonable within the interpretation 
and application of the existing statutes. 

The accountant, therefore, should 
not hesitate to attempt to predict or 
estimate the life of such medallions 
because, with full disclosure on the tax 
return, the tax examination, which 
usually occurs after a period of two 
years, will adjust for any differences 
between his original estimate and what 
the effect these unknown economic and 
local regulatory considerations will 
have on the value of medallions. 
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Conducted by BENJAMIN Harrow, C.P.A. 


The State’s Power To Tax— 
Interstate Commerce 


A recent United States Supreme 
Court case! affirmed the power of a 
state to impose a direct tax on the privi- 
lege of engaging in interstate commerce. 
The tax involved was a Mississippi 
annual privilege tax measured by busi- 
ness done in operating a pipe line for 
transporting oil or natural gas from 
one point to another in the state. The 
corporation taxed was a Delaware cor- 
poration qualified to do business in 
Mississippi. Its activities in Mississippi 
consisted of transporting oil from tanks 
in various oil fields in the state to load- 
ing racks adjacent to railroads in other 
parts of the state. The oil was then 
pumped into railroad tank cars for ship- 
ment outside the state. The basis of the 
tax was the receipts for transporting 
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> Oil Pipe Line Co. v. Stone, U 
see New York State Tax Clinic, Sept., 1948, p. 694. 
290 U. S. 1. 


the oil from the tanks to the railroad 
platforms. The State Supreme Court 
had held that the activity taxed was 
merely the operation of the pipe line 
wholly within the state, an intrastate 
activity. The corporation contended 
that the operation of the pipe line was 
a part of the interstate commerce. 

The United States Supreme Court 
upheld the tax. In so many words it 
says that the statute is not invalidated 
merely because it imposed a “direct” 
tax on the “privilege” of engaging in 
interstate commerce. In effect, all the 
state did was to tax intrastate activity. 
There was no question of apportioning 
the tax to reach only intrastate activity 
as was the case in Central Greyhound 
Lines v. Mealey? since the nature of 
the subject of taxation made apportion- 
ment unnecessary. The Court added 
that there was no danger of double 
taxation since no other state could re- 
peat this tax. 

Four justices dissented on the 
ground that the pipe line was a common 
carrier, and that the only business done 
was interstate commerce (from the field 
tank to out-of-state refineries). 

In 1933,3 the U. S. Supreme Court 
held valid a personal property tax on 
cattle being shipped in interstate com- 
merce. The cattle were unloaded in 
stock yards at St. Paul and then con- 
tinued on their interstate journey. The 
stop at St. Paul was for the convenience 
of the taxpayer and hence any cattle 
located at the stock yards on the tax 
day could be subject to a personal prop- 
erty tax. In the Jnterstate Oil Pipe 
Line Co. case the tax was an annual 
privilege tax but the reasoning of the 
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Court in the Blasius case is applicable 
in this case. A state may not tax prop- 
erty in transit in interstate commerce. 
But if there is a break in the transit the 
property may come to rest within a 
state and become subject to the power 
of a state to impose a non-discrimina- 
tory property tax. 


Franchise Tax On Banks— 
Article 9b 


Under Article 9b a franchise tax is 
imposed on all domestic banks, trust 
companies, and financial corporations 
at the rate of 442% on net income. 
Foreign bankers and foreign corpora- 
tions doing business in New York are 
sunilarly taxed. Savings banks were 
brought under Article 9b in 1945, 
There is a minimum tax of $10 or one 
mill on the dollar of issued capital stock 
apportioned on the basis of the ratio of 
gross income from New York sources 
to entire income, There is a 
special provision for the minimum tax 
on savings banks, namely 2 per cent of 
interest credited by the bank to its de- 
positors during the calendar year pre- 
ceding that in which the tax becomes 
due, and a deduction may be taken from 
such interest credited for the amount of 
any payment on any loan from the 
Mutual Savings Bank Fund. 

Savings Banks file their returns on 
form S.B.T.1 and all other banks on 
form B.T.-1. The return is based upon 
income for the calendar year and is 
due on or before September 1st follow- 
ing the close of the calendar year. The 
privilege year is the year in which the 
tax becomes due. For trust companies 
and savings banks the privilege year is 
the year ending June 30 preceding the 
due date of the return. 


oT 5S 
gross 


Profit From Sale of Stocks, 
Bonds and Real Estate—Item 10 


Gross income includes profits result- 
ing from dealings in property. There is 
no distinction between capital gains and 
ordinary income. Losses are fully de- 
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ductible. The basis for determining 
gain or loss is generally cost, In the 
case of bonds an adjustment to cost is 
made for allowab'e amortization of 
bond premiums dc. ‘uctible at item 25. 

January 1, 192c, is a basic date 
analagous to March 1, 1913, under the 
Internal Revenue Code. Hence if prop- 
erty was acquired by a bank prior to 
January 1, 1926, the basis for determin- 
ing a gain is cost or the fair market 
value as of January 1, 1926, whichever 
is higher. A deductible loss would be 
based upon the lower of cost or January 
1, 1926, value. 

December 31, 1943, is the basic date 
for savings banks in determining either 
gain or loss. 

If the sales price falls between the 
cost and the January 1, 1926 value no 
gain or loss results for tax purposes. 
The wash sale provisions of the Inter- 
nal Revenue Code apply under Ar- 
ticle 9b. 

In the case of real property an ad- 
justment to the basis for depreciation 
properly chargeable during the period 
held must be made. 


Deductions Under Article 9b 


These follow the usual pattern of al- 
lowable deductions under income tax 
laws, federal or state. Ordinary and 
necessary business expenses, reasonable 
salaries and rent are enumerated in sec- 
tion 219z. The regulations (Article 40) 
add as a deduction dividends paid on 
preferred stock held by the Reconstruc- 
tion Finance Corporation. 

Taxes are deductible except the fed- 
eral income tax or any state tax upon 
income. The exception does not include 
the franchise tax which is technically 
not a tax on income. The franchise tax 
is deductible in the year paid or accrued. 

Bad debts are deductible either when 
ascertained to be worthless or on the 
basis of an addition to a reserve for bad 
debts. The moving average method of 
computing reserves was adopted by the 
state in October, 1948, and such re- 
serves may be set up in accordance with 
the rules adopted by the Commissioner 
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of Internal Revenue (mimeograph 
6209 ). 

Recoveries on loans charged off at 
the direction of federal or state bank 
examiners follow the tax benefit rule 
under the Internal Revenue Code. They 
may be excluded from gross income to 
the extent that the write-offs did not 
reduce the amount of tax upon net in- 


come in the year the write-off was 
made. 
Losses on worthless securities are de- 


ductible in full when ascertained to be 
worthless and written off. If Federal 
or State Banking authorities order the 
charge off of securities as worthless or 
write them down to a nominal value, 
they are presumed to be worthless for 
tax purposes. 

Contributions are deductible without 
limitation as business expenses. But 
the amounts must be reasonable and 
must be made to organizations operated 
exclusively for the benefit of the social 
and economic conditions in the com- 
munity in which the bank operates. 

A savings bank may deduct all in- 
terest credited to its depositors as well 
as repayments of any loan from the 
mutual savings bank fund. 


Apportionment of Income 
bank maintains a branch or 
without the state and conducts 
some of the functions which it is au- 
thorized to do with some regularity 
permanency, and continuity, it may ap- 
portion its income within and without 
ipportionment is pe 
must be appé 


if 
agency 
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deductions 
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Allocation of Income 
Under Article 9a 
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sumably a corporation is not doing 
business for purposes of allocation un- 
less the corporation has a bona fide 
office outside the state. This is so no 
matter how much of the bsuiness activi- 
ty of the corporation is carried on out- 
side the state. If the corporation, for 
example, has only what the regulations 
speak of as a regular place of business 
outside the state, the corporation has a 
right to a partial allocation. It may al- 
locate under the property factor only. 


It may not segregate its business re- 
ceipts. A regular place of business is 


any bona fide office, factory, or ware- 
house regularly used by the corpora- 
tion. Under this definition if property 
is regularly stored in a public ware- 
house until shipped to customers, the 
warehouse is considered to be a regular 
place of business. If merchandise is de- 
livered to an independent contractor to 
be processed or finished and remains 
with the contractor until shipped to 
customers, the plant of the contractor is 
a regular place of business. 

To allocate under the receipts factor 
the bona fide office of the taxpayer must 
be a permanent and continuous place of 
business, that is a place where “the 
taxpayer is doing business in its own 
name in a regular and systematic man- 
ner, and which is continuously main- 
tained, occupied and used by the tax- 
paver in carrying on its business 
through its regular emplovees regu- 
larly in attendance.” 

Two situations have 
tention which highlight this important 
and perhaps strained distinction be- 
tween a bona fide office which is only a 
regular place of business, and one which 
is a permanent and continuous place 
of business. In one case a taxpayer 
doing business in New York employed 
an agent in Brazil to purchase raw ma- 
terials in the name of the si a 
manufacture the product, and sell it to 
sin South America. The agent 
was paid a commission for selling anda 
further commission for purchasing and 
manufacturing, The agent was an inde- 
pendent contractor and did not act ex- 
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clusively for the New York corpora- 
tion. The merchandise was insured by 
the corporation and the corporation 
was subject to an income tax in Brazil 
for the reason that it was deemed to be 
doing business in Brazil, which of 
course it was. 

Under the strained distinction in our 
law the New York corporation may not 
easily come within the definition given 
for a permanent place of business. 
Under a strict construction it does not 
have a regular employee regularly in 
attendance. An independent contractor 
is not a regular employee. When the 
Tax Commission is called upon to de- 
termine whether a taxpayer has a place 
of business outside the state it will al- 
ways ask the taxpayer if he pays any 
taxes outside the state. That is usually 
an indication that a corporation is doing 
business in the taxing state. It would 
appear that the payment of a tax out- 
side the state based upon the doing of 
business in that state should be a vital 
factor in determining whether a place 
of business is permanent and continu- 
ous. Upon the showing of vital activi- 
ties outside the state, systematic and 
continuous, carried on by any agent of 
the corporation a place of business 
should be considered permanent and 
continuous and entitle the corporation 
to an allocation of business receipts. 

In the second case the corporation 
employed an agent in New Jersey who 
manufactured and processed a product 
for the corporation. The agent was em- 
ployed exclusively for the corporation, 
although he carried on his activities as 
an independent contractor. The princi- 
pal officers of the corporation resided 
in New York. The corporation had 
some office space in New York, but 
paid no rent. The books of account were 
kept in New York. The officers made 
frequent trips to New Jersey at the 
plant of the exclusive agent, from which 
place all the merchandise was shipped 
to customers. There is no doubt that 
the New Jersey plant is a regular place 
of business. Is it also a permanent and 
continuous place of business? In our 
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opinion it should be so considered. The 
major part of the interstate activities of 
the corporation was carried on without 
the state; the independent agent was 
emploved exclusively by the corpora- 
tion ; the corporation was subject to tax 
in New Jersey. In all but the name, 
the agent was an emplovee of the cor- 
poration regularly in attendance at a 
bona fide office without the state. In 
substance, the corporation came within 
the spirit of the regulation concerning a 
permanent and continuous place of 
business. 


New York City—Special Taxes 


The authority of the City of New 
York to enact local laws imposing cer- 
tain taxes was extended by the State 
legislature. As a result the New York 
City retail sales tax has been extended 
to July 1, 1952. This is the now fami- 
liar tax of 2% on sales of tangible per- 
sonal property paid by a purchaser to 
the seller at the time of sale. The law 
now specifically exempts sales for re- 
sale of gas, electricity, refrigeration, 
and steam. The compensating use tax 
was likewise extended to July 1, 1952. 
This is a companion tax to the retail 
sales tax. It is a tax of 2% on the use 
of tangible personal property within the 
City. Wines, liquors and other alcoholic 
beverages are taxed at 3%. Paper used 
in the publication of newspapers and 
periodicals is exempt from this tax. 
This is the tax that is imposed upon a 
resident of the City who purchases a 
new car outside the City thinking he 
will avoid the retail sales tax on such 
purchase. He does, but he comes 
squarely within the provisions of the 
compensating use tax. The tax is pay- 
able by the purchaser himself. 

The public utilities excise tax was 
extended to June 30, 1952. This is a 
tax of 1% of gross operating income on 
utilfty services. (Railroads pay 3%). 
The tax is for the privilege of exercis- 
ing a franchise, holding property, or 
doing business in the city. Landlords 
submetering electricity are subject to 
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the tax as are hotels selling telephone 
service. 

Conduit companies are taxed under 
a separate act. The act covers tele- 
phone, telegraph and electric companies 
generally. The tax is 3% of gross in- 
come and is likewise for the privilege 
of exercising a franchise, holding prop- 
erty or doing business in the city. This 
tax was extended to June 30, 1952, 

The general occupancy tax was last 

amended in 1939. The tax is based 
upon the occupancy of premises rented 
for gainful purposes. The rate is one to 
six dollars of the rental value. The re- 
turn and tax is due on July 15 each 
year. 
There is a special tax on occupancy 
hotel rooms. This is a 5% tax on 
the rental value of rooms in hotels, 
apartment hotels, or lodging houses. It 
is paid by the occupant to the operator. 
This tax has been extended to July 1, 
1952. 

The New York City pari-mutuels 
taxes has been extended to June 30, 
1951. This is a tax of 5% on the total 
amount of the pool collected by cor- 
porations or associations conducting 
horse racing within the City. The tax 
return is due after each day of a race 
and the tax is payable at that time. 

The most important of the special 
city taxes is the general business and 
financial tax, popularly known as the 
gross receipts tax. The tax is 1/5 of 
1% on gross receipts of all trades or 


> 
business¢ 


’s, but in the case of financial 
businesses it is 2/5 of 1%. This tax 
was doubled in 1949, In the case of 
trades or businesses other than financial 
there is no tax on annual receipts of 
less than $10,000. 


Meaning of Gross Receipts 

The general business and financial 
tax is based upon gross receipts. That 
means that no deduction may be taken 
for the cost of property sold, the ‘cost 
of material used, labor, or service or 
other cost, or any other expense what- 
soever. 

Under the regulations issued by the 


Comptroller (Art. 202) the reimburse- 
ment of money loaned is excluded from 
gross receipts as is also money received 
as agent for another person. The pro- 
fessional man has a problem of deter- 
mining which of his expenditures are 
deductible from gross receipts. 

The professional man may make ex- 
penditures for a client which should 
properly be classified as advances of 
money for a client. Litigation expenses, 
such as filing fees, court costs, printer's 
bills, expenses of witnesses, etc. are 
deemed to be expenditures of the client 
and not of the attorney. If such expen- 
ditures are made by the attorney they 
are in the nature of advances for the 
client and are therefore not the type of 
expenses which may not be deducted 
from gross receipts. Even under con- 
tingent fee arrangements an attorney is 
entitled to recover such disbursements, 
in addition to the payment under the 
retainer agreement. Client’s expendi- 
tures made by the attorney are there- 
fore to be considered as money loaned 
to the client. 

The attorney generally does not treat 
such expenditures uniformly on his 
books. He may charge such expendi- 
tures directly to the client and bill the 
client separately for them or he may bill 
the client for his fee in an amount which 
includes the client’s disbursements, If 
the books of the attorney show definite- 
ly that specific disbursements have been 
made for the client, the reimbursement 
of these expenditures out of the amount 
charged as a fee is a repayment of a 
loan, and hence properly excluded from 
gross receipts. Suppose an attorney 
made a payment on behalf of a client 
for the registration tax on a patent in 
the amount of $95 and then billed his 
client $100 for filing the report, intend- 
ing thereby to charge a fee of $5 for his 
service. Clearly the gross fee is only $5, 
the balance being the reimbursement of 
the advance made for the client. The 
nature of the receipt is not changed be- 
cause the attorney did not bill separate- 
ly for his fee of $5 and for the tax of 
$95 that he paid for the client. 
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To avoid the issue with the Comp- 
troller, the attorney should charge 
client’s disbursements directly to the 
client's account or to some client’s sub- 
sidiary record. In billing the client it is 
advisable to indicate on the bill the 
amount of such disbursements. How- 
ever the nature of these disbursements 
is not changed merely because the ac- 
count keeping and the billing is not 
done in this manner. The important 
fact is that client’s disbursements are 
advances the repayment of which is ex- 
cluded from gross receipts. 


A Decedent’s Final Return— 
Partnership Profits to Date of Death 


If a decedent was a member of a 
partnership when he died, the partner- 
ship is dissolved by reason of the de- 
cedent’s death. Taxwise the decedent’s 
final income tax return must include 
the distributive share of the decedent's 
profits from the partnership up to the 
date of death. Suppose the partnership 
was on a fiscal year basis ending May 
31, 1948, and the decedent died on 
December 1, 1948. The decedent’s final 
return would include his distributive 
share of the partnership profits for the 
fiscal vear from June 1, 1947, to Mav 
31, 1948, plus the distributive share of 
the profits for the period from June 1, 
1948, to December 1, 1948. 

However, if the partnership agree- 
ment provided that upon the death of a 
partner neither the partnership nor the 
interest of the deceased partner should 
terminate, the decedent’s final ‘return 
would not include the distributive share 
of the profits of the partnership from 


412 T. C., No. 99, May 12, 1949. 


June 1, 1948, to December 31, 1948. 
That was the decision in the recent case 
of Estate of Samuel Muvokin*, In that 
case the partnership agreement so pro- 
vided, and also included a provision 
that the partnership debts existing on 
the date of death were to be paid, the 
partnership business was to be managed 
by the survivor until the decedent’s 
interest was distributed to his heirs, and 
that during this period the decedent’s 
representatives were to be entitled to 
the decedent’s proportionate interest in 
the profits. 

The Court held that if state law per- 
mits the continuation of a partnership 
after the death of a partner such a pro- 
vision in a partnership agreement will 
be given effect. In this case the dece- 
dent had made substantial withdrawals 
prior to his death, but under the part- 
nership agreement these were to be de- 
ducted from the share of profits dis- 
tributable at the close of the fiscal year. 
The Commissioner was concerned that 
earnings attributable to the decedent’s 
share might escape taxation but the 
court pointed out that the estate of the 
decedent would be taxable on the earn- 
ings as its income whether or not dis- 
tributed to it. The Court had previ- 
ously held that a partner’s death had no 
effect on the continuing nature of the 
partner’s interest in the partnership. 
In the Lehman case one of the issues 
was the determination of the holding 
period of the partnership interest. The 
Commissioner contended that the date 
of acquisition ran from the date of 
partner's death, since under state law 
(N.Y.) the partner’s death dissolved 
the partnership. 


5 Allan S. Lehman, 7 T. C., 1088; aff’d., 165 F(2d) 383 (1948). 
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Conducted by Lewts Gtutck, C.P.A. 


The original Shoptalker herewith 
reintroduces his once famous cast, 
which has been too long in limbo. He 
trusts that the readers of this maga- 
zine will join in the discussions, both 
at the Wednesday lunch club (for de- 
tails consult Isador Sack) or by mail. 

It was suggested to the Shoptalker 
that he become Oldtimer. He refuses. 
Despite his gray hair and a prodigious 
memory for the trivia of over thirty 
years in public accounting, he isn’t that 
old. Meanwhile, the old gang discuss 
the Golden Rule. 


* * 


“T have,” said Philo, “heard revenue 
agents cussed out for being unreasona- 
ble and arbitrary. At times I have even 
joined in the anvil chorus. Even the 
Tax Court did, in the Harris case, 
about a year ago. But, basically, I find 
that the taxpayer is far more unreason- 
able more of the time, in his refusal 
to cooperate; and too often communi- 
cates his attitude to his taxman.” 

“Before going any further on your 
theme,” said the Kid, “wasn't the case 
you refer to about a negro dentist ?” 

“Right,” chimed in Star; and then 
Oldtimer spoke. 


Lewis Giuick, C.P.A., has been 
a member of the Society since 1924. 
He is engaged in the practice of ac- 
countancy in the East, and been re- 
appointed to the Committee on 
Accounting Machinery, of which he 
was chairman in 1939 and 1940. 

With this issue Mr. Gluick, who 
has been writing under the name of 
the Shoptalker in other magazines 
1928, brings his group of 
Shoptalkers to our columns. We 
would welcome your acceptance of 
his invitation to participate in the 
discussions, 


since 
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“What you seem to be getting at, 
Philo, is that we ought to practice the 
golden rule.” 

“Correct,” replied Philo. 

“Can anybody here quote it correct- 
ly?” asked Oldtimer. 

“That isn’t fair,” said the Kid. “That 
question is arbitrary and unreasonable, 
and 

“Cease!” said Star. “We aren’t all 
heathen like you.” 

“Kid’s made a good point,” said 
Oldtimer. “It is obviously unfair to 
ask a question which the student was 
not asked to study.” 

“All right,” said Philo, 
point.” 

“All right,” said Star, “T’ll give it. 
It is found in the seventh chapter of 
Matthew, thus: 

‘All things ye would that men should 

do to you, do ye even so to them, for 

this is the law and prophets.’ ” 

“Sounds right,” said Oldtimer. 

“If it isn't,” replied Star, “I can 
lose my job as Sunday School Super- 
intendent.”’ 

“Well,” said the Kid, “Now that 
that is settled, just what were you 
driving at, Philo?” 

“Thanks,” said Philo. “I'll tell you, 
as briefly as I can, although I could go 
on for hours. I'll take just one single 
example. You take form 1120. There 
is a schedule for compensation of of- 
ficers. The Treasury didn’t put it 
there for fun. It wants, and reasonably 
ought to have, all the information that 
it calls for. Yet in my observation most 
taxpayers ignore it. If no compensa- 
tion is paid, they insist it doesn’t apply. 
But the Treasury wants to know who 
are the officers, where they live, and 
what their investment interest is in the 
corporation. The information required 
ought to be instantly available in the 
corporate records, and a part of the 
auditor's working papers. Yet when a 
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demand is made for the omitted data, 
the taxpaver cusses out the Collector's 
office, instead of himself. Taxpayers, 
who give full information in the first 
instance, establish a presumption of 
fair-dealing, which can be very helpful 
in handling revenue agents.” 

“So far,’ said Oldtimer, “I dare 
anyone to contradict you. But there’s 
more than that.” 

“You bet there is. Over on page 
three of the form are some vital ques- 
tions. The carelessness used in an- 
swering them is appalling. They are 
frequently ignored. That immediately 
raises a suspicion against the taxpayer, 
which is bad. It is even worse when his 
tax man condones it. In particular, 
take question 9b. That ties in with 
the officer's compensation schedule. 
Here both sides are to blame. The in- 
structions accompanying the form are 
silent on the tie-in. There ought to be 
a positive cross-reference, so that the 
ignorant, or merely careless, taxpayer 
won't be caught off base. The Treasury 
is not playing quite fair with the tax- 
payer; and the taxpayer, instead of 
turning the other cheek, reads the 
Golden Rule backwards and... .” 

“You mean,” interrupted the Kid, 
“Do others before they do you, and do 
‘em good.” 

“Yes,” replied Philo, (giving a good 
imitation of Clifton Webb’s intonation) 

. “and may commit perjury. Twice 
this vear I have seen that 9b answered 
in the negative when, with Schedule F 
filled out completely, the answer was 
clearly affirmative.” 

“Nice going, Phi,” said Star. “And 
I'd like to add my comments on form 
ten sixty-five. I’ve observed, for nearly 
twenty years, that the first thing an 
agent does, when he starts to examine 
a partnership, is to make up an analy- 
sis of the partners’ accounts. It is 
logical and necessary. Why doesn't the 
Treasury provide space on the form 
for that, and make the taxpayer furnish 
a reconciliation of the partnership in- 


1949 


terests at the beginning of the year with 
the end of the year, as shown by the 
balance sheet. It is easy to do that 
when the return is being prepared. At 
least the required data are fresh. But 
when the agent comes in three years 
later, what does the taxpayer do? Raise 
merry ned because the agent is asking 
for unreasonable and unnecessary 
dope. Both sides are wrong. If the 
Treasury asked for the reconciliation 
on the form, and the taxpayer didn’t 
give it, then the taxpayer would be 
pretty effectively estopped from grip- 
ing later on.” 

“True enough,” said Oldtimer. “And 
here comes the girl with the checks. 
While you are signing them up, I'd 
like to add a little observation of my 
own. That case Philo cited is not abso- 
lutely unique. It is deplorable that such 
cases should occur but, as some of you 
are undoubtedly tired of hearing me 
say, revenue agents are human beings. 
But for every case like that, there are 
tens of thousands of taxpayers who are 
arbitrary and unreasonable, even if not 
downright dishonest. They refuse to 
keep adequate books from which cor- 
rect determination of income can be 
made; they refuse to give their resi- 
dence addresses, despite the demand 
for them plainly printed on form ten 
forty; they don’t do the right thing by 
the Internal Revenue Service; and then 
expect to get breaks from it. I have 
never known a taxpayer to get in 
trouble by making full disclosure in 
the first instance. It is merely apply- 
ing the Golden Rule to such mundane 
things as income taxes. But you don’t 
need to wait till you get to heaven to 
get your reward.” 

“Just one more word,” barked Star, 
as the chairs were being pushed back 
from the table. “I think it is most sig- 
nificant that Saint Matthew is gener- 
ally identified as having been a tax col- 
lector.” 

Probably no one but the Shoptalker 
heard Oldtimer mumble, “Amen.” 
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SUPREME 


First DEPARTMENT, JUNE, 


Peter F, Lyncu, 
Appellant, 
VS. 
GeorceE D, et al., 
Respondents. 


Appeal by plaintiff from all of a declaratory 
judgment entered in Supreme Court New 
York County, except so much thereof as 

that Hartford, Connecticut, is 

outside the area defined in the restrictive 
covenant described said declaratory 
judgment. 


decl ires 


Dore, J.: 


Plaintiff, an accountant, former partner of 
defendants’ accountancy firm, appeals from 
judgment after trial at Special Term in de- 
fendants’ favor enforcing against plaintiff a 
restrictive covenant in the partnership agree- 
ment. The covenant, so far as relevant, pro- 
vides that if a partner voluntarily withdraws 
from the firm he will not for four years 
thereaiter either individually, as member of 
a partnership or as an employee, practice ac- 
countancy within 100 miles of any city in 
which the partnership or any associated part- 
nership is located at the time of the with- 
drawal. 

Before becoming members of defendant 
partnership, plaintiff and defendants had as 
members of three prior separate firms prac- 
ticed accountancy for many years. By the 
partnership agreement in question, the mem- 
bers of those three firms including plaintiff 
and all defendants became members of de- 
fendants’ new firm which opened for business 
on September 7, 1947. 

On October 10, 1947, the new firm’s part- 
nership management committee, of which 
defendant Bailey, chief executive of the part- 
nership, was chairman, notified plaintiff that 
he should move from New York to Hart- 
ford, Connecticut, and take charge of an 
office for the new firm to be opened there. 
As plaintiff had his residence and his fam- 
ily, and had practiced accountancy in New 
York City during most of his adult life, he 
objected to the change on such grounds and 
also on the ground that it would not be for 
the best interests of the firm. Bailey told 
plaintiff that if he did not go to Hartford 
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the matter was serious and his participation 
in the firm would be reviewed and might be 
reduced. Defendant Smart, plaintiff’s for- 
mer associate in one of the prior firms and 
a member of the management committee of 
the new firm, also told plaintiff that if he 
did not go to Hartford plaintiff’s participa- 
tion would be “coldly” reviewed with a view 
to a substantial reduction thereof. Plaintiff 
conferred with Bailey and later asked Smart 
to speak to Bailey for him in an effort to con- 


vince Bailey that the move was a bad one 
for the firm as well as for plaintiff. Smart 
did so, but Bailey remained adamant. After 


further but futile efforts to settle the issue 
amicably, plaintiff on October 30, 1947, in- 
formed the new firm that in view of the un- 
satisfactory discussions with respect to his 
position in the firm that brought in question 
the security of his future prospects, had 
no alternative but to withdraw as a member, 
and gave notice of his intent to do so effective 
January 1, 1948, 

Thereafter efforts were made to agree on 
a modus vivendi that would enable plaintiff 
to practice his profession without defendants 
claiming infringement. These efforts came 
to no fruitful outcome although plaintiff, in 
spite of the fact that he had been with the 
new firm for only two months, offered to 
assure defendants he would not infringe on 
defendants’ own clientele. When it was ob- 
vious that no reasonable arrangement could 
be reached, plaintiff brought this suit asking 
for a declaratory judgment holding the re- 
strictive covenant invalid and enjoining de- 
fendants from enforcing it. 

In a decision and opinion embodying the 
court’s findings and conclusions, the court 
held after trial that plaintiff's withdrawal 
was voluntary an the restrictive clause valid 
and binding on plaintiff, supported by con- 
sideration and mutuality; that the arrange- 
ment was analogous to the sale of a business 
and the public interest could not be harmed; 
and that if plaintiff practiced accountancy 
outside the area and genuinely in good faith 
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maintained his residence outside such area, 
he would not violate the contract by occa- 
sicnally going into the restricted area but 
would violate if he used such trips to get 
new clients therein; the court also held that 
Hartiord, Connecticut, was outside of the 
100-mile area. Judgment was directed ac- 
cordingly. 

Plaintiff contends that his withdrawal was 
not voluntary and, accordingly, the restric- 
tive clause is not applicable; that such clause 
is void as against public policy being unrea- 
sonably broad in its scope and resulting in 
hardship to plaintiff disproportionate to any 
proper need for defendants’ protection; and 
that the clause is also void for lack of mu- 
tuality and consideration. 

Defendants urge that the nature of pro- 
fessional partnerships requires the protection 
of the restrictive covenant herein, as the 
partnership agreement provides that on with- 
drawal a partner would have no interest in 
the firm name or good will and, accord- 
ingly, the parties intended to contribute to 
the firm as partnership property all of their 
clientele and professional good will; and the 
only way to protect such good will is to pre- 
vent a withdrawing partner from trading in 
competition with the firm on the good will 
he had previously dedicated to the firm. De- 
fendants also point out that a restrictive 
covenant is enforced against a vendor of a 
business because it is fair to prevent him from 
trading on the good will he has conveyed in 
the sale, and cite numerous cases having re- 
lation to the sale of a business or the sale of 
stock such as Diamond Match Co. v. Roeber, 
106 N. Y. 473; Wirth & Hamid Fair Book- 
ing, Inc. v. Wirth, 240 a Div. 413, mod. 
265 N. Y. 214; Alden v. Wright, 175 App. 
Div. 692. Defendants also rely on employer- 
employee cases upholding wide territorial 
restrictions against former employees such 
as Magnolia Metal Company vy. Price, 65 
App. Div. 276. Defendants further contend 
that the time and scope of the restriction 
herein are reasonable, and the covenant is 
supported by consideration and mutuality, the 
consideration being the mutual promises of 
the parties at the time the entire partnership 
agreement was executed. 

We are not called upon to decide gener- 
ally whether any agreement of a partner not 
to compete with his former partnership is 
void or opposed to public policy; the sole 
issue is: whether this particular agreement 
in the light of its extent, scope and purpose 
and all the facts and circumstances pre- 
sented, is invalid and void. The new firm 
has offices in New York, Detroit, Chicago, 
Minneapolis, Dayton, Cleveland, Pittsburg, 
St. Louis, Los Angeles and Seattle. If valid, 
the restrictive clause here in question bars 
plaintiff, who has practiced accounting for 
over twenty-five years, from practicing his 


profession in twenty of the principal com- 
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mercial centers of the United States, al- 
though defendants have only ten offices in 
those areas. Plaintiff had his residence and 
his family and practiced for the greater part 
of his adult life in New York City. The 
trial court conceded that enforcement of the 
covenant bears heavily on plaintiff and pre- 
vents him from practicing accountancy in a 
very large portion of the northeastern part 
of the United States, a considerable part of 
the State of W ashington and a part of the 
State of California. The restrictive clause 
does not contain any terms under which a 
court may consider the area as divisible and 
thus hold it enforceable within reasonable 
limits; it must stand or fall as a whole. 
To be able to practice his profession as 
plaintiff has on a national scale, he would 
have to be connected with a firm engaged in 
that type of practice. With this restrictive 
covenant, it would be practically impossible 
for him to do so since such practice would 
normally require unrestricted practice from 
time to time within the restricted areas in- 
cluding New York, Chicago, Pittsburgh and 
Philadelphia, and other important commer- 
cial centers within the 100-mile restrictive 
covenant. This is indicated by the record 
facts. After he was out of the firm, plaintiff 
made diligent effort to find such connection 
that would be satisfactory to defendants, 
but the efforts were vain as defendants were 
intransigent on enforcement of the covenant 
to preserve, as they claimed, its “integrity”. 
We think this case is not analogous to a 
sale of a business and is not controlled by 
rules of law in cases involving restrictive 
covenants in such sales. In the sale of a 
business, the seller sells the enterprise and its 
good will, receives in return and keeps for 
himself the full purchase price. In such 
case, the seller realizes and has the benefit 
of the full purchase price of the business and 
its good will and there is a rational basis 
for protecting such good will from the 
seller’s later competition; but even in such 
case the courts hold the restrictions must be 
reasonable. In the case at bar, however, no 
such sale of a commercial business and its 
assets is involved; no purchase price was re- 
ceived and retained without restriction by 
plaintiff on separating from the firm. When 
the new firm was constituted, the parties en- 
tered into a joint venture to practice ac- 
countancy together, each one bringing his 
own clients, his own personal professional 
skill and reputation, his personal ability and 
his business associations. So-called advi- 
sory partners of the new firm on withdrawal 
receive a continuing participating interest 
during the period of restriction and partici- 
pation for a stated period is also provided 
the estate of a partner who dies or retires on 
reaching retirement age. But under the 
terms of the restrictive clause before us, an 
active partner such as plaintiff on withdrawal 
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receives back nothing for his contribution of 
good will. All that, including his own clien- 
tele, doubtless the net result of a lifetime of 
effort and practice in his chosen profession, 
is supposed to remain with the new firm 

without any continuing participation interest 
whatever. Such partner gets back only the 
cash capital he contributed and earned salary 
ond participating interest and profits to the 
time of effective withdrawal. 


purpose of this particular re- 
strictive clause in its whole context and all 
facts and circumstances here disclosed, in- 
cluding defendants’ own testimony and acts, 
is to prevent any voluntary withdrawals from 
the firm and compel active partners who 
came in with clients and good will to remain 
with the firm indefinitely until they are forced 
by partners hip terms to withdraw or reach 
limit for retirement. The drastic 
penalty for voluntary withdrawal herein is 
threatened total loss of all clients of the 
withdrawing partner, (whose acquisition 
may represent a lifetime’s effort and labor) 
plus total loss of all practice of his profes- 
sion for four years in widely scattered areas 
in major commercial centers of the United 
States,—in effect in the only places where 
such withdrawing partner normally could 
succeed in private practice of his pro fession. 


The real 


the age 


For this Draconian forfeiture on vol untary 
withdrawal no compensation whatever is here 
provided. Defendants fail to realize that 


what they call the “dedicated good will” a 
partner gives the firm is in the final analysis 


in accountancy, as in the practice of law 
by an attorney, nothing other than the per- 
son of the partner. In the light of what 


real purpose of the re- 
may say of it what this 


appears to be the 
strictive cl ause we 


court said of another restrictive clause that 
was he Id to ti a similar purpose, namely, 
that it “savored of servitude” (Kaumagraph 
Co. Vv. Stampa raph Co., Inc., 197 App. Div. 
60> affd. 239 N. Y,. 1,7). 


What ee when this plaintiff was 
separated from the partnership, is indicative 
futility of the clause except indeed to 
and prevent any withdrawal whatever. 
major clients whom plaintiff brought 
firm promptly withdrew their 
They wanted the person who had 
years and when he was no 
or even permitted to serve 
They were lost 
but also by enforce- 


ot the 
inhibit 
Three 
to the new 
patronage. 
served them for 
longer available 
them, they went elsewhere 
not to defendants only, 
ment of the restrictive clause to plaintiff 
Defendants have grasped at too much and 
have lost ali (Herreshoff v. Boutineau, 17 
R. 3 

The action is in equity and, 
disclosed, we think this effort to deprive 
plaintiff of the free use of his abilities to 
practice his profession should not be coun- 
tenanced by a court of equity. As the Court 


on the facts 


of Appeals said in Clark Paper & Mfg. Co. 
v. Stenacher, 236 N. Y. 312, 318: 

“The fact is, the plaintiff sought in this 
indirect way to prevent by such an agree- 
ment its employee from leaving its service 
and did not primarily seek to enjoin him 
from imparting information which might 
do it harm. It anticipated no other harm 
than might come from a trained salesman 
carrying his acquired skill elsewhere.” 


In that case the court held that a negative 
covenant not to work for another will not as 
a rule be granted save in exceptional cases 
where by reason of the extraordinary char- 
acter of the services violation of an agree- 
ment will so injure the employer that an 
action at law affcrds no adequate remedy; 
the court struck down the restrictive cove- 
nant there in question. The court cited and 
quoted with approval what the House of 
Lords said in Herbert Morris v. Saxelby, 1 
App. Cas. (1916) 688, 717: 

“The case in which the Court interferes 
for the purpose of protection is where use 
is made, not of the skill which the man 
may have acquired, but of the secrets of 
the trade or profession which he had no 
right to reveal to anyone rs 
which depend to some extent on good 
faith.” 


The Court of Appeals also pointed out that 
when enforcement is granted, something spe- 
cial or peculiarly valuable or unfair practice 
or trade secrets are involved. No patents, 
secrets or formulae are involved in the prac- 
tice of accountancy. 

This court in a recent case (Murray v. 
Cooper, 268 App. Div. 411, 413, 414, affd. 
294 N. Y. 658) held, citing the Clark and 
the \/orrts cases, supra, that it is against the 
public policy of this aoe in the absence 
of special circumstances, to enforce contracts 
which prevent a person from working at his 
occupation or entering the same line of 
business as that of his former employer. 
Citing a long line of cases to that effect, we 
said: 

“* %* * contracts by employees, unrea- 
sonably limiting their right to pursue their 
trade or occupation in the future, are held 
to violate public policy, because the em- 
plovees’ means for procuring a livelihood 
for themselves and family are thereby 
diminished. They are deprived of the 
power of usefulness, and the public is de- 
prived of the benefit of the exercise by them 
of their knowlege and skill.” 


In Dr. Miles Medical Co. v. Park 
220 U. S. 373, 406, the court said: 
“With respect to contracts in restraint of 
trade, the earlier doctrine of the common 
law has been substantially modified in 
adaptation to modern conditions. But the 
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Official Decisions and Releases 


public interest is still the first considera- 
tion. To sustain the restraint, it must be 
found to be reasonable both with respect 
to the public and to the parties and that it 
is limited to what is fairly necessary, in 
the circumstances of the particular case, for 
the protection of the covenantee. Other- 
wise restraints of trade are void as against 
public policy.” 


See also Frederick Bros. Artists Corp. Vv. 
Yates, 271 App. Div. 69, 71 (1st Dept.), 
affd. 296 N. Y. 820; Restatement of the 
Law of Contracts (secs. 513, 514 and 515). 
The Restatement with regard to agreements 
by a “partner not to interfere * * * with the 
business of the partnership while it con- 
tinues, or subject to reasonable limitations 
after his retirement” says: 


“Moreover, a restriction in the contract 
of partnership not to compete after its 
termination must be reasonable i in its lim- 
its, like a similar promise by an em- 
ployee.” (Restatement sec. 516(d), p. 999) 


3ut that is not all. There are other 
grounds in this case for holding that this 
restrictive clause lacks mutuality and con- 
sideration. The States of Michigan and 
California by statute expressly declare re- 
strictive clauses of the nature herein void 
and unenforceable as against public policy. 
Under the Michigan statute restraint of 
trade, whether reasonable or unreasonable, is 
declared illegal and void.! The California 
statute makes restrictive contracts void if the 
restraint relates to engaging in a lawful 
profession, trade or business of any kind.2 
No dissolution of the partnership is here in- 
volved. When plaintiff was separated from 
the firm, defendants had offices in Detroit, 
Michigan, and Los Angeles, California. 
The chief executive partner, Bailey, domi- 
nant factor in enforcing the restrictive cove- 
nant.against this plaintiff in New York, had 
practiced accountancy for thirty-two years in 
Detroit and still practices there * member of 
the defendant firm. Accordingly, Bailey him- 
self and other partners who have their offices 
and residences in Michigan or in California 
could, if they so desired, leave the firm and 
continue their practice in those states with 


1929, Sec. 16661, 
1944, Sec. 16600, 


d Laws Michigan, 
* Deering’s California Codes, 


1949 


16667, 
16601, 


immunity from the restrictive clause in the 
very localities where their practice had been 
conducted before withdrawal. But on similar 
withdrawal other partners including plain- 
tiff are barred from practice in the localities 
where they had practiced all their profes- 
sional lives. In such state of facts the re- 
strictive clause herein lacks mutuality and 
is unreasonable and should not be upheld by a 
court of equity. It is immaterial that this 
partnership requires that it be construed ac- 
cording to the laws of New York. Even if 
the contract is valid where made, it will not 
be enforced in another state if it is repug- 
nant to positive statutory enactment and the 
public policy of that state and the highest 
court of the State of Michigan has so held 
(Seamans v. Temple Co., 105 Mich. 400, 
405) 

In determining the validity or invalidity of 
a restrictive clause such as the one here in 
question, each case must be decided on its 
own particular facts. On the state of facts 
here disclosed, we hold that the restrictive 
clause is, as against this plaintiff, unreason- 
ably broad in its scope, resulting in undue 
hardship to plaintiff wholly disproportionate 
to any proper need for defendants’ protection, 
and is against public policy, and invalid and 
void for lack of mutuality and consideration. 

Although we prefer to rest our decision on 
the merits of the invalidity of the clause in 
question, we think it can hardly be said that 
plaintiff's withdrawal was strictly voluntary 
in the sense in which the phrase “voluntarily 
withdraws” is used in the context of this 
partnership agreement and in the light of 
all the facts established in this record. 


The judgment appealed from should be 
reversed with costs to plaintiff-appellant and 
declaratory judgment entered in plaintiff's 
favor with costs declaring the restrictive 
clause invalid and unenforceable as to plain- 
tiff, and enjoining defendants from prevent- 
ing plaintiff from the practice of his profes- 
sion. The findings of fact and conclusions of 
law of the trial court inconsistent with the 
findings and conclusions herein should be 
reversed and contrary findings made in ac- 
cordance with this opinion. 


All Concur 


16672. 
16602. 
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Cost Accounting 
By James H. March. McGr 
Company, New York, N. Y., 
XI 558; $5.00. 


Book 


Pages: 


1949, 


The author places a special emphasis on 
cost accounting as an integral part of indus- 
trial management. In his development of cost 
accounting theory and procedures, he includes 
cost-control procedures as integral parts of 
the former. 

In order to indicate the material covered 
and the order in which it is presented, the 


text may be divided into four parts. The 
first includes general introduction, process 
costs, job order costs, standard costs, and 


general ledger procedure. The second is a 
thorough coverage of control and accounting 
for materials and supplies. The third is a 
particularly effective treatment of salaries 
and wages, with appropriate emphasis on 
“cost control, payroll preparation, and cost 
distribution”. The fourth deals with factory 
overhead—its control, distribution, and ap- 
plication. 

The text is enriched by the manner in 
which pure theory has been supplemented by 
practical considerations of organization and 
accounting. Many of the numerous illustra- 
tions have been drawn directly from business 
and do a great deal to add a realness to the 
subject matter. 

W. BASTABLE, JR. 


School of Business 
Columbia University 


New York, N. Y. 


Income Tax Administration 
(A Symposium) 

Tax Institute, INc., New York, N. Y., 

1949, Pages: xiv + 449; $6.00. 

In this age of professional specialization, 
a book on tax administration may well be 
expected to encompass the theoretical phi- 
losophizing of economists on the one hand, 
or the facile practicality of tax administrators 


on the other. Here, however, we have the 
anomaly of a book in which the economists 
come down to pe the administrators 


reach out for help, and the practitioners dc 
not confuse administration with reduction. 
The book deals with income tax adminis- 
tration on the local, state, national and 
international level. The primary factors in- 
is to all levels is aptly stated in a 
1otation in the book taken from the 


economist, Colbert: “The art of taxation 
consists in so plucking the goose as to obtain 
the largest amount of feathers with the least 
possible amount of hissing.” 

The first portion of the book, devoted to 
federal tax problems contains some splendid 
articles by government administrators, law- 
yers, accountants and economists. There is 
an integration among the various papers un- 
usual to a book written by such a diversity 
of people and perspectives. The papers point 
to a general need for greater certainty and 
less speculation in tax administration. It is 
indicated that this can be obtained by de- 
manding more Congressional cognizance of 
administrative and judicial rulings which 
go far afield from the law as stated, and 
which would require further Congressional , 
clarification or disaffirmance of such rulings 
by reframing of the law. The need for 
greater speed and less hedging in the issu- 
ance of rulings, the frequent lack of unified 
tax interpretation policy between the offices 
of the Commissioner of Internal Revenue 
and the Attorney General, and the uncer- 
tainties resulting from the Commissioner’s 
nonacquiescences to Tax Court decisions are 
illustrated as justifiable causes for taxpayer 
neurosis. The book further indicates that 
more objectivity, and less advocacy, by tax 
administrators would result in greater con- 
sistency in their policies. 

State tax administration problems, as dis- 
cussed, relate primarily to overlapping tax 
administration of interstate business, and 
double taxation problems of individuals with 
more than one residence. Some interesting 
solutions are pointed out to aid in achieving 
uniformity of state tax administration among 
the states and with federal and local govern- 
ments. 

The local tax picture in varions munici- 
palities is viewed, pointing out the problems 
resulting from political pressures, inadequate 
budgets for enforcement, and taxpayer re- 
sentment resulting from multiplicity of tax- 
ation of the same subject matter by Federal, 
state and local governments. 

The international tax picture is also cov- 
ered with a discussion of administration 
problems relating to foreign tax conventions 
and blocked currency. 

The book is scholarly without being pe- 
dantic, and practice al without being trite. It 
should fir id its way on to the bookshelf of 
every tax practitioner. 


Mrrtam I. R. Eorts 


New York, N. Y. 


September 
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Montgomery’s Auditing 
(Seventh Edition) 

By Robert H. Montgomery, Norman J. 

Lenhart, and Alvin R. Jennings. THE 

Rona_p Press Company, New York, 1949, 

Pages: vii + 690; $6.00. 

This book on Auditing, a standard work 
on the subject for almost four decades, has 
now been completely rewritten in order to 
set forth the best current practice in Auditing. 
In its preparation, the authors, members of 
a distinguished firm of certified public ac- 
countants, have drawn on their own rich and 
varied experience as well as on the wealth of 
newly published technical material on the sub- 
ject, including the recent Statements on 
Auditing Procedure of the Institute’s Com- 
mittee on Auditing Procedure, the current 
rulings of the Securities and Exchange Com- 
mission and other federal regulatory bodies, 
etc. Illustrative of this latter emphasis are 
the new chapters on “Auditing Standards” 
and “Procedure Under the Federal Securities 
Acts.” 

Another new chapter on “Internal Con- 
trol” and its supplementary Appendix on 

“Questionnaires for Evaluation of Internal 
Control” indicate the importance of internal 
control as a basis for the auditor’s determin- 
ation of what audit procedures are required 
to be performed by him in particular cases 
as well as the degree of intensity of their 
application. Five detailed internal control 
questionnaire forms, designed to facilitate 
the review and evaluation of the degree of 
internal control, have been included in the 
appendix. 

A new, direct approach to the treatment of 
the major accounts is another valuable addi- 
tion to this new edition. Every competent 
auditor must be thoroughly familiar with 
his professional “yardstick” of practice, i.e., 
the accepted principles of accounting. He 
must also be able to appraise the adequacy 
and strength of the protective system of in- 
ternal control, whose purpose is to insure 
the integrity of the recorded data. It is vir- 
tually axiomatic that he must possess a thor- 
ough mastery of auditing procedures—the 
“what,” “how,” “when” and “how much” of 
auditing to do under the circumstances of 
each case. And, lastly, he must know how to 
present his findings, completely, fairly and 
understandably, to the various “publics” who 
may use his report. All these things are now 
stressed in each chapter dealing with the 
major balance sheet or income accounts. Each 
is presented under the four headings of 
Accounting Principles, Internal Control, 
Auditing Procedures, and Statement Pre- 
sentation, and the reader may now find the 
whole story on each subject all in one place. 

The seventh edition of Montgomery’s 
Auditing continues to run true to the distin- 
guished lineage of its illustrious forbears. 

EMANUEL SAXE 


1949 


Business Law (Fourth Edition) 


By Thomas Conyngton and Louis O. 
Bergh. Revised by Louis O. Bergh. THE 
Ronatp Press, New York, 1949. Pages: 
xxii + 866; $5.00. 

The inclusion in accounting publications of 
reviews of legal texts and the appearance in 
legal journals of reviews of accounting 
books are manifestations of the recognition 
by both professions of the interrelation of 
Law and Accounting. Accountants know 
that the solution of many accounting prob- 
lems depends upon a knowledge of legal 
principles. Lawyers are aware that rules of 
accounting must be recognized in law, and 
have, in many instances, become rules of 
law. Small wonder the “lawyer-accountant” 
has become a figure to be reckoned with in 
modern business. 

Professor Bergh’s preface sets forth in a 
most felicitous manner his purposes and 
methods. 


“In building the book, the foundation of 
the three previous editions has been pre- 
served. This foundation consists of (1) 
a clear exposition of legal principles and 
the underlying reasons for the principles 
discussed; (2) the use throughout the text 
of summaries of important cases which 
serve as concrete examples and as brief 
extracts of judicial reasoning; (3) an 
ample supply of legal forms; and (4) fac- 
tual digests of actual cases presented at 
the ends of chapters to be analyzed and 
solved by the students.” 


While maintaining this excellent basis, the 
reviser has brought the book up-to-date by 
widening the coverage of previous material, 
adding new subjects and including digests 
of many recent cases. 

A practical feature of the book is the 
incorporation in the text of forty-seven 
typical legal forms, which serve as visual em- 
bodiments of the rules preceding the forms. 

Another worthwhile feature, is the em- 
ployment throughout of practical suggestions 
for handling particular situations. For ex- 
ample, in connection with the rule that the 
death of a partner terminates a partnership, 
the following discussion appears (pages 298- 
299): 

“Partners who have built up a success- 
ful business enterprise will not want it to 
be subject to termination by the death of 
a partner. To avoid this, they should 
provide in the partnership agreement that 
the death of a partner shall not cause a 
dissolution and that the business shall be 
continued by the surviving partner or 
partners. The withdrawal of the capital 
of the deceased partner will present a seri- 
ous problem if his capital is needed in the 
business and the surviving partner or part- 
ners cannot supply the capital themselves. 
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lhe problem may be dealt with in several 
ways. In many instances, the method that 
is simplest and least expensive from the 
tax standpoint is to have the firm provide 
insurance for each partner, with the un- 
derstanding that on the death of a partner. 
the insurance will be paid to his estate in 
lieu of his interest in ithe firm capital, in- 
cluding goodwill.” 


Then follows a statement of the advantages 
of this method and an enumeration of other 
methods, with the advantages and disadvan- 


tages of each. How superior this treatment 
to a bare bones statement, that the death 
of a partner dissolves a partnership. Busi- 
ness men are realists. They are not content 
with the mere statement of a rule. They 
want to know how it affects them and how 
they can guard against unfavorable conse- 
quences. In this and numerous other in- 


stances, the book responds to these demands. 
To those interested in the practical applica- 
tion the law, these suggestions will be 
welcome. 

In addition to discussions of the customary 
contracts, agency, partnerships, 

negotiable instruments,  per- 
sonal and real property, suretyship and 
guaranty, the book contains full-fledged 
chapters on such important subjects as “Un- 
fair Competition within an Industry”, “Con- 
ditional S “Documents of Title’, “Sales 
Representatives’ and “Financial  State- 
ments”, 


of 


subjects of 
corporati« 


mS, 


ales” 


The chapter on “Financial Statements” is 
unique as to legal texts. It should be of 
particular interest to accountants in that it 


includes a discussion of (1) the responsibil- 
ity of an accountant to his employer in mak- 


ing an audit and (2) the responsibility of an 
accountant to third persons in connection 
with the balance sheets and other financial 
statements certified by him as correct. The 
latter inquiry provides analyses of the opin- 
ions of the Court of Appeals in UTtramares 


Corporation v. Touche et al., 255 N. Y. 170, 
174 N. E. 441, and State Street Trust Com- 
pany v. Ernst, 278 N. Y. 104, 15 N. E. 
(2d) 416, leading cases, which extend the 
liability of auditors. 

Professor Bergh has carried through with 
distinction a difficult task of revision, in- 
volving laborious and protracted research. 
He seems to have spared himself no pains 
in the examination of sources, the selection 
and arrangement of material and the choice 
of cases in point. The finished product is a 
practical, comprehensive and readable “broad 
treatment” of present day business law use- 
ful, not only as a text for college students 
of business, for whom it was primarily pre- 
pared, but also to business men and ac- 
countants, desirous of becoming acquainted 
with the general principles of law with which 
they should have some familiarity in their 
business and professional lives. 

Epwarp G. TARANGIOLI 
Department of Law 
The School of Business and 
Civic Administration 


The City College of New York 


Business Operational Research 
and Reports 


3y John G. Glover. AMERICAN Book 
Company, New York, 1949. Pages: xi + 
299; $4.00. 


This book was written to meet the current 
graduate and 


needs of business executives, 
other students of business administration. It 
presents basic procedures for conducting 


scientific managerial research and correctly 
reporting the findings. It is premised on the 
belief that the major emphasis of managerial 
research must be placed on exploring the 
responsibilities of management in order to 
find ways and means of executing them in a 
more effective manner. 


Inventory Control Off Premises 


(Continued from page 572) 


cuttings are made only against orders. 
In this event, the shipping department 
is given a list showing the full disposi- 
tion all garments on that cutting 
t for attachment thereto. In this 


ot 
ticket 


case the entire debit can be checked off 


disposition of garments, as they have 
already been credited in total from the 
cutting ticket disposition data. 

The limitations of space do not per- 
mit me to detail other contingencies in 
connection with the inventory control 


against the total credit. But special system, but the highlights have been 
care must be taken to ascertain that covered and, if properly carried out, 
an invoice was made for every item on this system should give the manage- 
the cutting ticket. These items are ment the necessary detailed records to 
checked against the cutting ticket dis- guide them in their inventory prob- 
position list but are not posted to the lems. 
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FALL TERM 


1949-1950 


TWO IMPORTANT COURSES 
FOR THE TAX PRACTITIONER 


The Refresher Course (9th Year) 
Title: FEDERAL INCOME TAXES TODAY. 


Time: Fifteen Tuesday evenings, 6:15-8:00 
p.m., from September 27-January 17. 


Place: Chanin Auditorium, 42nd Street & Lex- 
ington Avenue. 


Lecturer: DAVID BOYD CHASE, attorney 
and authority on taxation; member of the 
firm, J. K. Lasser & Company. 


Nature of Course: Not a beginning course. 
Intended for the practitioner who wants to 
brush up on tax laws, decisions and trends. 
The tax law will be analyzed functionally so 
that the entire law and decisions are covered 
as they apply to everyday transactions which 
cause tax problems. The main topics cov- 
ered include: 


Individuals not Engaged in Business or 
Profession 


Capital Gains and Losses 

Corporations 

Partnerships 

Family Transactions 

Small Corporations 

Distributions, Liquidations, Redemptions 


Liquidations, Mergers, Consolidations and 
Reorganizations 


Aliens, Foreign Income, Foreign Trade 
Corporations 


Real Estate Transactions 


Business Insurance, Life Insurance, 
Annuities 


12. Procedure 


Fee: $40.00. Veterans eligible under G.I. Bill. 


For printed folder ES-1, call SPring 7-2000, 
extension 293, or address 


Course for Experts 


Title: EIGHTH ANNUAL INSTITUTE ON 
FEDERAL TAXATION. 


Time: Eight full days. November 9-18. Day 
sessions 9:30-5:30 p.m. Six evening sessions. 
Dinner discussion, November 16. 


Place: Barbizon Plaza Hotel, 58th Street & 
Avenue of the Americas. 


Lecturers: Over 150 experts and advanced stu- 
dents of Federal taxation. 


Nature of Sessions: Intended for the advanced 
practitioner who has specialized in Federal 
taxation and has a thorough grounding in 
the subject. Lecturers will present concise 
and practical analyses of procedures and me- 
chanics to be followed in difficult tax prob- 
lems. Extensive outlines will be provided. 
Discussions grouped roughly as follows: 

November 9: Dealings Between the Parent 
and Subsidiaries and Between Related Com- 
panies 

November 10: Corporate Organizations and 
Reorganizations 

November 11: Estate and Gift Tax Planning 

November 14: Business Tax Planning 

November 15: Problems of the Stockholder 
and His Corporation 

November 16: Methods of Dealing with Pur- 
chases and Sales 

November 17: Current Status of the Personal, 
Family, and Partnership Arrangements 

November 18: Corporate Penalties and 
Pitfalls 


Registration: Advance registration of 250 al- 
ready received from over 25 states. Early 
application is advised. 

Fee: Tuition $85.00. Single day admission 
$15.00. Dinner fee $5.00. 

For printed folder ES-2, call SPring 7-2000, 
extension 293, or address 


Division of General Education 


NEW YORK UNIVERSITY 


One Washington Square North 


New York 3, N. Y. 
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